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Summary

The common supposition that the US economy is be-

cominS increasingly interdependent with the rest of the

world is clearly borne out by statistical investigations

preliminary to this paper. Indeed, not only has the de-

gree of interdependence risen substantially; the extensive-

ness of it is now considerable as, for example, more Amer-

ican plants are located abroad, more American banks do

business abroad and so forth.

This raises questions concerning the extent and na-

ture of implications for the ext ution of domestic policy

and for our international political and security relations.

As-we move more intensively and extensively into interde-

pendence, the distinction between policy action uniquely of

domestic concern and action with international implications

becomes blurred. Thus, the domestic policies we adopt and

the weans of pursuing them can increasingly be reinforced

or countervailed by the international connections they

carry.
To reduce inequities -- real and apparent, for it is

the visible effect that is more relevant -- and hence inter-

national friction and distrust, Governments will increasing-

ly find it necessary to agree on international rules, codes

and the like that limit freedom of action by each of them

in wide areas of what are here called micro-policies hereto-

fore considered domestic. This will almost certainly require

surveillance and in some cases arbitration within internation-

al inatitutions.

More difficult to achieve, even to conceive intellectually,

yet fundamental to theoe adjustments, is the need for sub-

stantially more effective international coordination of macro-

economic policies and conditions -- the domestic fiscal and

monetary policies that determine levels of aggregate income,

employment and prices. The economic turbulence that has
plagued the world in the past several years attests'to this.
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And few things can give cause to stronger strains politi-

ally than the belief that the economoy of another country

is aggrevating your own unemployment problems.

There are two general factors that apply with special

importance to any such tasks. Fortunately, substantially

improved coordination of macro-economic policies and condi-

tions -- and, if we choose the tactic, closer international

involvement with domestic micro-policies -- need only con-

cern little more than a handful of major, advanced countries,

namely, the US, the European Community, Japan and Canada.

Unfortunately, on the other hand, the task of governments

in exercising control over such things as the international

flow of money, the location of plants and regulatory and

tax policies is growing much more complex,

Our international political, security and economic

relationships are closely interwoven. Each segment affects

and is affected by the others. Rising interdependence can

make positive contributions to our political and security

relations, for example, by its contribution to economic

prosperity and a basis for political stability. On the

other hand, the larger the volume and relative importance of

international transactions the more frequent will be the

potential for international friction and declining mutual

confidence; it is reduction of this friction and an increase

in mutual confidence that surely must underlie efforts to

improve our international political and security relations,

notably among our major allies.

We are, at least arguably, at a stage of interdependence

with these major trading countries where serious and sus-

tained friction and damage to mutual confidence are inhibit-

ed by the very size of the stakes that have thus far evolved.

If we are to continue the trend toward great interdependence,

it will be crucial that we carefully cultivate such inhibi-

tions. This is almost certain to entail established proce-

dures and a more effective international institutional frame-

work.

L
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To the extent that our institutional approach cn
include intimate and comprehensive consultations in a

small group comprising such major actors as the US, the .1
LC, Japan and Canada, we shall find such efforts more
likely to succeed. The effective coordination of domes-

tic macro-economic policies and conditions actually makes

this a prerequisite, but such consultations could also go

for in reducing friction and distrust over trade and other

issues.

One might sum up the major, key costs and benefits

of increasing interdependence among major allies along the

following lines:

Benefits: -- Increasing good international business,
possibly adding inhibitions to un-
acceptable practices;

-- Contribution to economic prosperity.

S........... . -- Forming a base for political stability;

-- Contributing to the means for partici-
patiu in mutual security.

Costs: -- Potential for more international fric-
tion and distrust;

-- Encroachments on the choice and execu-
tion of domestic policies.

* If this is accepted, one might agree that the follow-

* ing constitutes the line of action necessary if increasing

interdependence is to be accommodated constructively:

-- A careful buildup of the inhibitions to factious
behavior by cultivating political wills, by more
effective international procedures and by strong-
er international institutions;

-- Improved use of domestic policies and a wiser
choice of them;

M--More effective interniational coordination of
domestic macro-economic policies and conditions.

This is a formidable line of action, and different

readers will judge its feasibility or desirability differ-

ently. In doing so, it is important not to exaggerate what

the needed action implies.

It is not the perfect system that would be required.
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There will always be some international friction, even
among major allies, and how it is resolved may be, within

limits, more important or certainly more feasible than its

* pleate elimination. We shall never see flawless exocu-

tion of domestic policies nor a perfect international coordi-
nation of them. But a continuation of rising interdependence

will require a far less imperfect and a more progressive

K i . international system, along with more intelligent and

effective domestic policies, than we now have.

Whon looking at the impact of international aspects

on domestic policy choice, it is important to keep in

A- ind that the most aggressive competition to a given domes-

"ic policy usiualy arises from alteinative domestic policies.

We often choose a domestic policy in conflict with inter-

------ep~ene ecausa-- itiaesi-er in terms- of domestic-
politics, not because it is necessarily in the best inter-

eat of the US, even from a domestic point of view. A typi-

cal product iz uneconomic protection from forci-n competi-

tion, leading to more international friction. For example,
our government procurement practiecs may increa-e operations
for a domestic firm, but they go against our domestic ob-

jective of minimizing Sovernmont expenditures. It is not

only interdependcice that argues against such protection.

And while the strongest indictment against growing

interdependence is perhups the important inhibitions it

places on the free execution of domestic monetary policy,

we do not always acknowledge that we have tried in the

past to rely unduly on monetary policy in the management

of the US economy. We have done this because it is so

difficult to pursuade Congress and the public on the need

for more timely fiscal action. But, with or without grow-

ing interdependence, we surely now 2ee that our execution

of domestic fiscal policy must be substantiully improved.

What are the broad policy alternatives available to

,us as regards growing interdependence? There are at least

the following, plus a number of variations and combinations

7,-F
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earlier, we shall need a shift in the responsibilities of

our international institutional framework from internstion-
al cooieration to codes, and rules backed by international
surveillance and arbitration and, more important, interna-

tional coordination of domestic macro-economic policies.

And, of course, the execu~tion of domestic policies will

have to be improved in any case -- substantially improved.

Where one comes down -- whether one believes that

accommodation of further interdependence is practical or

dfesirable -- to a large extent depends on wheth~er one be-

lieves that a political will for this kind of shift can be

developed domestically and internationally and on how one

views the alternatives.



* r1r'oac: ThjQ Smantics of "Interupondncy" :

Webnter defines interdependence as being mutually or

reciprocally dependent. This is tidy enough, but it begs

the question of what dependent means. At best, dependent

is a relative state of affairs, meaning different things to

different people and at different times.

The US and the USSR are mutually dependent that neither

will take a casual attitude toward nuclear destruction. In

the diploscy of power, und in other ways, we have a mutual

,take with, any, Japan as to whether that country continues

to ally itself with us or chooses to become overridinly
oriented toward, say, China. Each of the parties involved

stands to lose or gain by the actions taken er nocessitatcd

by another.-
We may attach great importancesono day to cleaner waters

in the Atlantic Ocean. We and numerous other countries are

responsible for fouling these waters; cleanin,- them could not
be done by the action of arty one, but it could be done if all

or most concerned shared the responsibility. We are mutually
* dependent on a responsible approach by all, and the importance

of this mutual dependence depends in this instance on the

importance we attach to loss foul Atlantic waters.

Economically, there are certain products which the US,

for example, can only got from other countries. We may do-

pend on these products to meet important needs, and the ex-

tent of this importance will be associated with the signifi-

cance we attach to a mutually responsible association with

the producers and the producer nations.

But economic interdependenee has a far broader base tuan

plugging the shortfalls of any hypothetica) attempt at

autarky. The US automotive industry could exist without

its markets in, say, California and Texas, but it has come -

to depend on the sale of a rising volume of autos in those

states; conversely, California and Texas could exist without

the US automobile indu try, but they have come to depend on

it (along with the Japanese, Germany, etc. automobile in-

dustries) for an important means of transportation at a

A.1



'given comparative cost. And so has been incretaingly the

case in our view of foreign markets and the view of

foreigners of the US market. We have become mutually
dependent.

Similarly, US financiers and industrialists could

*lwuys find profitable places for their money and for

their direct investments, but they have come to depend on

the possibly greater profit of 6ome placoments abroad,

and forei~ners reciprocate this kind of dependence both

as recipients at ho'ae and as investors in the US.

Thus we have come to measure -- rouGbay-the extent

of economic interdependence by the rise in international

transactions of the US, for exumple, relative to the riae

in domestic transactionn and by other, highl- sophisti-

catd means.

But it is in the ageregatc that these many specific

S. orms of economic interdependence combine to make the

groatest general impnct tlrough the incretsing seusitiv-

ity of the US economy to the movements up and down of

general economic activity of the rest of the world or

of particularly important parts of the world, that is,

we are mutually dependent, at the margin, as concerns

changes in oar aggre ga~e levels of income, prices, employ-

ment, etc. Thus, to paraphrase, when the G o zan economv

sneezes loudly and for some while, Europe catches pneu-

monia and the US comes down with the grippe. Inflation

can be traced across international borders in much the

same way. Indeed, as pc.inted out in Chapter III of this

paper, the current inflationary virus is very much the

result of a series of international events and is thus

sharply di~tinguished from the inflationary swell in the
US some six to eight yoars earlier.

Interdependence, then, exists and its existence can

be substantiated to any reasonable person. But there is no

reason to expect that all will agree on the importsace of

a specific aspect of it or on the degree of importance

i I I I I I I I I I I I I I I I I I I I I -I-low



attached to interdependence geuerally, This paper, in-
deed, is designed to help readers clarify their views
on just such matters.

Pa
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The Consequences of Interdependence:

A Policy Point of View

Introduction

Among the handful of fundamental underlying trends

.. affecting international relations over the past three

- . decades two are directly related to the purposes of this

paper. They are, first, the increasing role of govern-

ment in the national economy, from commitment to high

employment and preservation of the environment to safety

standards and an occasional freoze on prices and wages,

and, second, growing interdependence among national

economies.
The emphasis f m~s ecnnomi- -studies dealing with .. . . .

general and substantiva aspects of the interplay of these

phenomena has been on the interference of the first with

the second. The literature on nontariff trade barriers

(NTBs) falls in this category. The focus tends to be on

reasures that sacrifice potential gains in world income.

Although attention to the factious impact of NTBs inte-'-

nationally is sometimes generous, the trade-off is more

often than not seen as domestic protection against higher

income. And quite usefully so.

This paper looks at these two fundamental trends the

other way round -- at the impact of growing interdependence

on the execution of national policy. As such, it will

examino the same coin. But the view differs. It will

7 ilook, for example, at how we come on to some of these prob-

lems from the beginning, and the problems, of course, are

much broader than those repressnted by NTBs. From this

view, the trade-off might be said to be independence of

action domestically at the expense of others doing like-

wise.

This, in turn, raises questions of the extent &nd

4
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nature of implications of interdependence for domestic

policy execution. It also raices the question of whether

the current pace of interdependence is compatible with

judicious and broad pursuit of our domestic objectives

and the kind of international political and security

F relations we seek.
r

Interdependence is not a new phenomenon. It has

been witn us for centuries. The case can be made that the

world, as we klnow it, was more intordependent than now

: I under the Roman Empire arnd, a less pursuasive case, under

the gold standard. What distinguishes the present system

more than anything else is the large extent to which it

is both mEin-made arid voluntary, the extent to which it

reflocts the common reaction of the countries involved

to what makes bense in prevailing circumstances from the

view of the interests of the individual countries.

..And hiss-very much -- matte-r-of-degre --The

community of advanced nations -- primarily the US, the

European Community (EC), Japan and Canida -- among which
interdependence is most intense, are a long way from

economic integration as a unit. For convenience, let us

say that they are at a point of high interdependence, and

the degree of interdependence of these advauced nations

with other parts of the world varies substantially.

We are, in this process, on a trend, not at a cross

road. Indeed, it is an as3umption of thin paper that,

setbacks (however severe) notwithstandin., we shall br.

on that trend for many years to come. But this is a

trend along which we shall need to bend, delay, ride

with the tide, even accelerate, depending on prevailing

circumstanceu. We need to know whore we arc ulong this

trend, where we seem to be hendiug and what are the con-

sequences of the~o questions for our welfure as a nat~on.

It is the aim of this paper to help in the formula-

tion of answerz to such questions. It will try here to

sharpen and there to broaden our perceptions of what



interdependence constitutes from the policy point of

view. The particular focus of the paper will be on

the principal fields in which interdependence has an

impact on US national objectives -- and on how these

objectives are pursued -- notably in what fields and

circumstances interdependence acts as an inhibition, a

prohibition or, on the contrary, a reinforcement in pur-
.xit of our objectives.

The paper begins with a brief description of select-
ed statistical measures of the degree and extensiveness

of US interdependence. This is followed, in Chapters

II and I1, by an examination of illustrative national

____policies affected, broken for presentational purposes

into those called micro-policies (involving Some part of

broader policy such as a sector or a program) and those

called-macro--economi-c--poli cie s,- -which- entail --the-marnage-
ment of the economy as a whole. The paper will then

look at how interdependence fits into our objoctivos

relating to international political relations and inter-

nationel security and how multilateral consultations fit
into the pursuit of our objectives. At the end, there

will be an attempt to assess the varied features of inter-

dependence treated in the paper, designed to assist the

reader in reaching conclusions on the relative role of

interdependence in the execution of policies to achieve

national objectives.

The hurried reader will wish to confine attention

. in Chapter I to the statistical table and in Chapter II

to its introduction.
A word of explanation seems justified here for the

special geographic focus in much of the paper, a focus

on the interdependence of the US, the EC, Canada and

Japan or, more generally, on interdependence among the

advanced industrial countries whose trade and finance

are so closely interwoven.

Interdependence is, of course, global. There are,

I . :. _ .

_____ ____



indeed, times when we may be forgiven for thinking US

interdependence is most important with, niA the Middle

East. On the long and broad view, however, US inter-

dependence -- economic, political and security -- is

most intense and important with the industrial countries

here highlighted. This is where the volume of trans-

actions is greatest; this is where the capacity of the

US to seek and carry out policy objectives is most affect-

ed.

Collectively, these countries set the pace for the

rest of the world, for example, in work toward economic

growth with reasonable monetary stability. This is

where the international momentum and influence lie, for

example, toward a freer world. When these countries pull

together, most things are possible; when they are be-;

--.. -. setowith divisiveness1 lit Leaae qpcc- lished. It

is perhaps particularly in the challenging field of

synchronization or coordination of macro-economic poli-

cies and conditions -- a field given much attention in

this paper -- that these countries represent the key to

solutions that may be pursued.

A paper that attempts a comprehensive view of such

a complex and varied phenomenon as interdependence per-

haps inevitably finds a necesst eet sipo h
depth of treatment and there to skip examination of

facets not without importance. This paper is no excep-

tion. A special geographic focus in much of the paper

has just been mentioned; it in no way contradicts the

significance of US interdependence elsewhere, notably

perhaps with the so-called Third World. There are other

omissions.

The treatment of national exchange rate policies

and, collectively, nontai'iff trade barriers, for example

in Chapter V, is not as extensive as in papers on individ-

ual aspects of interdependence. There has been no nttempt

to slant the contents of the paper topically. Thus, the



--problems of -eer and of the multi-national corporation - .
(MNC) are not given special focus. They, like other
fresh problem areas that will arisel fall in the scheme

- - -of -this. paper into broader issues here considered more

n amental,
An . portant area not treated separately in the

paper is the impact of interdependence on national tax
and regulatory policies, and the MNCs are especially in-

--.volved in them. No doubt interdependence does impact

on the effectiveness of these national policies. It
'is the position of this paper that this impact can be
lessened or not, depending on national wills, in much

the same way gs most issaes here treated.

FI -"- . ;-
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I., Some Measurements of Interdependence

Most observers have long accepted the proposition

that the US economy has over the past decades grown

increasingly interdependent with other economies. Ws

have been told in countless speecheand not a few books

and articles that foreign trade has grown more rapidlyr than GNP. Eut the growth of the US involvement in the

international economy has been much broader than this

common comparison tells us. For example, in the past

two decades:

-- US merchandise exports have increased sixfold;

-- The book value of US foreign direct invest-
ments as risen fivefold and i8 over $100
b illion;

- -As -a ons-e-quence, -US--firms are -now -partici . . . .. . .. -
pating in the production and/or distribution
process of 152 foreign countries and terri-
tories;

-- Net income on such investments plus fees and
royalties has risen from $1.6 to about $13
billion annually.

* -- And some 107 US banks now operate a total
of 627 foreign branches throurhout the world,
holding assets of over $75 billion.

For a more specific idea of the extensiveness and

pace of interdependence, a time series has been run

for four selected equations comparing indicative inter-

national transactions with their domestic counterparts.

These data are summarized in the statistical table below.

.... ....... .. ........ ... ... .-.... .--; .. ... --. .. ... " U -- ..u .'., :. ..... ir.l i nL ml- l I[ -,,.. i
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Statistical Comparisons of US Data:
;A Annual Average 1957-59 to Most Recent Year

U (In millions of dollars)

Annual Avg,
1957-59 1972 1973 %Chrin~e

* Goods
a) Merchandise exports1778025 31.
b) Goodse GNP todt 23,200 67005 161.4

Ratio of foreign tdomestic 23$0.0 (22173) 1i61.4

..Investments in Mfg. Plant &Equip.

8~ Direct investment abroad 1$265 8,915 604.7
bDomestic expendituros lj/ 10,780 56 - -- 22.

- -- Ratio-of f oreigrJ-tdo-m-easti:c- (0,2117)--60.4)134.

I. Sales of Mfrs.
a)Affiliates abroL, d l9,715 110,404 n~a. 460.0

b) Domestic sales 1/ 300,651 725,910 141.4
*Ratio oX fozeign to domestic (0.065) (0.152) 133.8

*Private Claims
a Private liquid claims abroad 13,295 65,651 395.8
bPrivate domestic claims 600,582 1,716,178 185.8

Ratio of foreign to domestic (0.022) (0.058) 72.?

N.I~ot available
Prel iminary

Excluding petroleum

rcea: See footnote to this chapter
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The base period for these series is the annual
average for 1957-59. The status of these relation-

ships has been run through 1973, except in the equa-

tion involvin6 sales of manufactures by US affiliates

abroad, data for which are only available through 1972.
The first equation is the familiar one of the ratio

of US merchandise exports to US GNP goods output (GNP

minus expenditures on services and structures). The

trend toward growing interdependence is unquestionable,

the ratio rising from the base period to 1973 by 54.8
percent. While this is the ratio most commonly consider-

ed, it is noteworthy that it has risen least of the four

here consideerd as, collectively, an indicator of the

pace and extensiveness of the .interdependence trend.

The ratio of _U dire~ Q inm.s-tment -abroad -in--menu-
.acturing plant and aquipmentD domestic expenditures

on manufacturing plant and equipment rose 134.2 per-

cent over the same period.

The ratio of sales of manufacturcs by US affili-

ates abroad to US domestic sales of manufactures rose

by 133.8 percent. This particular series is designed

to take this brief investigation beyond a look at what

has been happening to the establishment of investments

(above) and shed some light on the degree of activity

or intensity of the involvoment abroad.

Finally, and as a crude catch-all for the innumer-

able and varied monetary transactions other than trade,

services, direct investment and government accounts, the

ratio of US private liquid claims abroad to comparable

US domestic claims was considered. Here the rise was

by 72.7 percent.

The trend of these four ratios is clear and con-

sistent. Economic interdependence has been proceding

at a very substantial pace and it has been more compre-

hensive than commonly judged.



Like any other years that might have been chosen
for the comparisons used above, 1957-59 and 1975 were

affected by unusual conditions. The base period was
chosen because it stradles the achievement of converti-
bilit7 for Euiropean currencies, dramatizing the end of
European reconstruction. The choice of 1973, the most
recent year for which data are available, raises seri-
ous questions. US merchandise exports rose sharpl.y to
new heights that year. On the other harnd, to have
chosen a less recent year would have been to measure
exports under the handicap of an unrealistic exchange
rate. In any event, the choice of 1973 seems justified:
if 1972 were used, the ratio of exports to GNP goods
output would remain-substantially higher than in the
base period; exports in 1974 rose to higher levels than

__973 _m-h- ierp tqqestabl1i shed- -in_19?3- d-oes
Lot appear to be evanescent.
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Ch~terI:Footnotes LSources)

US Merchandise Exports:
1957-61: Surve~ o±' 0 Current Business (SCB) (US Dept.
of Commerce), 6/'?0, Table 1,p.3
1962-73: SOB, 6,/74, Table 11 p.30

Goodui GNP:
Annual Reopor't of the Council of Economic Adversers

V ~ST~C-61 p. 256

LEstimates pf Property, Plant arnd Equipment Expenditures
on Manufacturing by Ma~onity-Owned Foreign Affiliates of
USCompanies:
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II. Implications of Interdependence for

Domestic Micro-Policies

- : Introduction -

As we move into more extensive and intensive inter--

dependence, the distinction between specific policy

V actions uniquely of domestit concern and those with

international implications becomes increasingly blurr-

ed. This is a natural consequence. The more foreign

trade, investment and finance among countries grow the[. higher are the stakes and the e~xposure to damage, adver-
tent or inadvertenLI. The consequences among policies

discussed in this chapter more often than not appear

-to-tbe foreigner as forms of nontariff trade barriers

(NTBs).
If we decide in the national domestic interest to

increase government appropriations to support research

and development in machinery for the manufacture of

shoes, for example, exporters of shoes to the US would

certainly protest that we were on the international

side of the blurred line.

Suppose that as part of our efforts to increase

jobs and raise incomes in Appalachia, manufacturers of

shoes, among others, are offered large loans at rates

and terms subsidized by the federal or state govern-

ment (or both) and as a consequence domestic manufac-

turing processes for shoes sold in the US are measur-

ably more efficient and imports of shoes fall. Our

objective may seem domestic to us, but foreign export-

ers wculd see such action as an international measure.

What, thoughi, if as a part of our fcderally-spon-

sored manpower programs, we helped train workers on shoe

machinery and as a result made their output more competi-

tive or aubuubly more competitive' Or can we find our-

selves unquestionably on the domestic side of the blurred
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line when government merely brings about a determined

rise in the quality of public education in a district

dominated economically by the manufacture of shoes?

All rather far fetched, one might say, but in each

case we are underwriting higher productivity in our

shoe industry. Each such type of activity -- and more

has been cited in at least one brief filed by US im-

porters with the US Commissioner of Customs.- /

Once again, the authorization of public funds to

build a dam with hydroelectric facilities may seem at

first glance entirely a domestic matter. But we know

from publicity surrounding the Greer's Ferry case, for

example, that foreigners do not see it that way. In-

deed, that matter was raised at levels as high as

betweea President Eisenhower and Prime Minister Mac-

millan, resulting in a ringing defense of interdependence. /-

----....-............. Surely-,-the--case--has -b-een -made. --The instances -of

interplay between domestic and international interests

are beyond counting or even meaningful category. The

points of interest here are how the interplay comes

about, has it on the whole been significantly harmful

in terms of US national welfare and how have we tended

to cope?

Generally, our policy responses to international

inhibitions or prohibitions in these areas have fallen

into three categories: (a) to circumvent the inhibitions

and take the sometimes costly consequences, (b) to accept

the inhibition or prohibition and conform domestic poli-

cies to them, or (c) by careful and patient debate to

pursuade others that our objectives are valid and that

the inhibitions are misplaced.

The sometimes heated debates within government have

tended to center on adoption of (a) or (b) above -- and

compromises of course occur many times. More recently,

option (c) has been followed with a certain quiet fre-

quency. This tends to be in areas lately brought into



r - 17-..

conflict or question by increased interdependence and

more extensive government intervention domestically,

for example, air pollution control, but this does not

mean, for a moment, that options (a) and (b) have ceased

or will cease to be active.

It is worth noting that the international connection

is by no means the only interference encountered in the

pursuit of a particular domestic policy objective and in

deciding how it should be pursued. Alternative domestic

objectives and means of pursuing them are commonly theL more aggressive competitors. These two facets of policy

selection and pursuit often overlap, sometimes to the

nation's favor, sometimes to its disfavor. For example,

we often avoid a conflict of domestic objectives or
. resolve one -- by imposing a nontariff trade barrier. S

-h-oherhand, w oe4msgisupr for a
laudable objective precisely because a popular, seem-

ingly easier alternative would be in violation of our

international obligations or contrary to our national

interests because it would invite costly retaliation or

otherwise risk damage to profitable operations inter-

nationally.

In the remainder of this chapter illustrative cases

will be examined in an effort to provide more specific

insight into how the interplay has come about and how

we have responded. In selecting these illustrations

variety has been an objective to make the overall pic-

ture reasonably representative.

Agriculture

This constitutes the most obvious illustration of

the interplay of international forces and domestic poli-

cy execution. A key domestic policy objective in the

US (and elsewhere) has been to support farm income. This

is a valid option open to any country. But the means by
which it is to be pursued are critical, not just in, terms

of workability and domestic cost, but also in terms of

iI
, ... 1 '.. I"|
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whether the internatioal interplay will work to
support or hamper achievement of what is sought.

The US (and many others) chose from the start --

that is, beginning in the 1950's with intensification

through the 1950's -- to achieve its domestic objective

by manipulating domestic supply, for example, through

acreage control, and supporting domestic demand at

artificially high prices, for example, through stock-

piling.

There were domestic problems from the start.

Domestic supply was never susceptible to absolute con-

trol, in part because US farmers are adept at exploit-

inE technological advances. Domestic production of

many major crops exceeded domestic demand, and at high
domestic support prices imports of certain products were

significantly encouraged, But in the short run the

international interplay seemed to provide a convenient

prop in execution of these policies. Subsidized and

other concessional exports helped in bolstering demand

for some domestic products; import quotas were used to

contain the problem of supply in certain other products

while maintaining high domestic prices.

In the end, early US agricultural policies proved

in significant cases to be unsustainable for domestic

reasons relating to inequities that evolved and to their

financial and economic costs. They have been undergoing

-Zbstantial clange since the 1960s. In the interim, we

found it--nTcessary to support critically weakened pro-

visions of the GATT applicable to subsidized exports of

agricuIture and we maintained import quotas ander GATT
waiver. That one of our more bitter controversies with

the EC has been over agricultural policy cannot be entire-

ly disassociated from the earlier neglect of the US and

others of the international implications for the means

by which domestic policy objectives were pursued.
The past two years bave seen a dramatic shift from



problems of domestic agricultural surplunos to world

food shortages of serious proportions, This occured at

a time when the US and most of the world faeed a most

serious influtionary threat. The quand.ry for the US in

these circumtaancea became, on the one hand, a strong

urge to embargo or otherwise artificially curtai3 ex-

ports of certain products to reduce price pressures

domesticall.y and, on the other hand, to meet our eummor-
cial and legal commitmcnts to foroign purchtnsers und
gentrally to pros,'rve an international posture in trado

policy.

Briefly and with grout seloctivity we resorted to

embargo nod export controls when this situation wa at

its worst. It seems fair to say that at toome degr": of -

a lower level of interdepondence we almost certainly

----- would-h-ve -one the- -embargo -routomoro gqn y.-1o .
briefly and, argably, at greater" lonao-te cost.

The brief flino with nmbarCo and export rootrilt:
in 1973 points to pousibilities that contro,'orsioo be-
tween domestic and inturnational intorots in nqricul-

turo way become more acute in a world of shortagos a3
compared with tho familiar problem of surplusos.

The fact that ,;orious ond p'actical experts in

trade policy and 8griculturnl policioi nre now advo-

cating~ intern~tional nc~o tiot ions on dotncutic sericul-

tural policies and how they are pursued 1/and ore voicing,

incroasino concern that inturritional nQ otiation,

attempt also to stabilizo supplics of agricultUrc '

says much for the derroo of intorplay in this aroi, of
pant failures and of current realities,

Govornment Il'oP u roemont

Narrowly d( fincd, this type of Lovernmont p'or7ram

does not belon in this discuission. '2he rtat.cd objcc-

tive -- ngain, narrowly defined -- iti to rmtrict p'o-

curement from foreig-n suppliers. Implemointation of the
program is in the form roughly a1ii lot0ou to a supplementary

/ W"
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tariff. Fear of any foreign retaliation in kind is -

diluted by entrenched practices elsewhere. Formal --

international obligations are not in danger of being

violated because malpractice in this field is thus far

generally omitted from them.

On the other hand, if one takes the broader view,

the objective of the Buy American Act is to combat

unemployment in the US. The early history of the act

is clear on this, as is brought out in Stanley Metzger's

LowerinE Nontariff Barriers.-/Make-work projects were

not to be squandered on foreign employment. The act

dates from 1933, when this kind of thinking was preys-

lent. But the employment objective of the act has been

restated on occasions through 1955 and the Defense De-

partment invoked the balance of payments argument in

1962 and later.

O-course -1pork-b arrelpo lit ics -have -ent ered -into ~---
compromises that shape this and other programs. And

it would be foolish to assume that had we chosen more

sensible means of achieving our objectives, others

would never have engaged in procurement policies that

discriminate against foreigners.
The facts as they pertain to the US interest would

seem to go about like this: we entered into certain

make-work projects and saw that the 'nternational con-

nection would come into play; we isol t d ourselves from

this by such as the Buy American Act; long after we have

learned that there are less costly and more efficient

ways of pursuing high employment and balance of payments

objectives we have continued to use discrimnatory pro-

curement under the guise of logic and efficiency but at

a high cost to the Amer:ican taxpayer and consumer and

to the efficiency of the American producer; in the US

the practice has proliferated seriously into acts of

states and municipalities, and sinoe we find ourselves

particularly ill-placed to stem this trend, given our
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{ system of government, the oast and inefficiency are

extended, de~pite attempts in the courte to halt such

practices.
Increasing interdependence has not caused the US

to rescind thic practice; nor has it led to violation
! 0of international oblieations. In the end, it may help .-

r the opposition to uinecoaomic practices to overcome Buy i:
i:. Americtui and similar acts, In the interim, it has, at - :

'! lelast aroiiably , contained those who would like to see L

such practices extended. In this comection, a review

of the Greer's FPcry case is rowarding..L/

Aids to DMtressed Areas ,and Industrics

This is vn erea in which the subtle breach of inter-

national obligations and perhaps economic good sense i8

-- of ten -apparent.---Aii -dvanc ndnituia outties re- .

sort to various fortms nf activity undor these programs

that result in subsidized export=, import substitution

and the artificial attraction of foreign investment.

Normally, the policy objectives and means of achieving-
them are devised with little regard to international im-

plications.
Generally, the aim of regional development is to

attract capita. anO industiy into arenGs where inadoqunto
employment opportuniti's and depreasod income levels pre-

vail. In the US this is done by a combination of fed-
oral, state and local activitios. The most common in-
oentives are concessional interest rates and tax con-

cessiono. The social merito of such programu are not in

question. The relevant point here is that inany corporate

recipients of such artificial concessions are to one do-

gree or another enLagod in international activities, nnd
the benefits they so receive are reflected in their

international position.

The US also extends oubstantial aid to selective in-

dustries, somotimus indirectly, somotimes in the form of

t!j
I:
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direct aid. The major vehicle for" this supp1ort he
been government-financed research and development
(R & D). Governmenu direct expenditure on R & D in

the US is largor by far than in any country for which
data are available. Much of~ this, of cournie, is space
or defense oriented, and benefits to corporations like-
ly to be involved internationally are more often in-
direct. But the US has also led, among OECDJ countries

at least% in pvng eovernont funds a3s a percent 8
of total expenditures for R & D in the business sector.

_____ _ _ _ _To these expenditures on R~ & Dl may be added a long
list of types of federal. aid to industry, includiner in-
vestment tax credits of considerable vari4ation(os.

_aid to the textile induutry vex'eun aid aimed at rais-
ing capital. investwentc generally), trarnsportation oub-
sidies and others. Ono atop romovod from ,3uch aidii are
governmen xpenlditures o aipowor traininr,, educat ion-,---

export promotion (includintg activities of' the Export-
ImXport Bank~) and oo on. 7

While action in those fieldo (rogionail and indus-

trial assistance) constitutes a clear oxampla of the
interplay of domqztic moacures and international impli-
cations, there is no evidence that the international

factor has exrorcjisod a oriouis infLicnoc on domestic
policies of this vcort. It inuot bo, concluded that only
the widoscale prevalence of cuch pro[Srams -- and, per-

haps, thoir social role -- has kopt them ronerally from

* the arena of international controversy. Thbe question
arises of whether this will always be the cuso or whether
we should want it to be.

A recent case of' intcrnationul coatro'.eorsy co uriso-

ing is the US countervailing action nsainst X-radiul
steel belted tires from Canudca (The Michelin tire case).
Clearlyv, Michelin hnd lccated in rinpre'ond 9rP,, of
Canada with a view to nupplyinS the entire Amezirioan mcar-

ket, and thus primarily the US, und it had boon attrancted
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, to its location by concassions of the type mentioned
above. Yet, as pointed out 4n a most informative brief
filed &by thxe American~ Importers Association with the 'US
Commissioner-of Customs, V/ praoticesaof a similar typo __

-are frequent in the US-and, it should be added, else-
where.

_A much more portentious case lies in the objective
of a common industrial policy within the EC. Such a
policy would aim at ooordinating on a community-wide
basis. tha .various aide to Aistressed regions and in-
-dustries -- again,, a-seemingly logical choice of policy

- objective,- seen in isolation. Much would depend on the.

policy objectives and the means of pursuing them, but
disadvantages to the trade and investments of non-member
countries --could bo -sufficient t ive -dritmatic attention :
to - possibly leading to action in - this area of the
interplay of domestic policy and international reper-
Ouss ions.

H zardous Material21

It is a common act of governments to regulate the

packaging, shipping, labeling and handling of these
materials. Since such materials are actively traded
internationally, however, their regulation, contrary
to the superficial glance, cannot be a matter purely
domestic. Safe and equitable treatment are the key words,
and equity, too, extends beyond national borders.

A number of genuine problems arise. Packing and
labeling requirements, for example, can be more easily
met by domestic than the foreign supplier. More import-
ant, tosting can raise serious barriers to the foreign
supplier through the cost of distanco involved. It is I
not surprising, therefore, that we find here instances

where equity has been achieved with no loss to safety,
but also cases where regulations have been used to inhibit
or prohibit foreign competition. And in these lattor

--*i cases there are domestic costs and international friction. I
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The US has tried to ensure that the international
connection in this area is met even-handedly, combining

safety with equity at maximized benefit economically.

It has participated actively in work of the UN in oper-
ating under an international system. Such an inter-
national system has not impinged on our capacity, when

we see fit, to enforce more stringent regulations with-
in the US than elsewhere and to require importers to

meet these requirements. The process of notification
seems to work well.

To be sure, there are exceptions to the rule. The

* situation is one that inevitably opens such possibilities.

-A major exception is reflected in the treatment of com-
pressed gas cylinders. This is a case in which we re-

quire that each cylinder must pass inspection only with-
in the US with no-practical-prodedure Tor-testing --even-
of prototypes, abroad. The requirement is such that no
shipment can be made with sny ssurrance that nl part'

of it will indeed be accepted. The result, based on
spot checks of potential exports of this product to the

US is to preclude sale in the US of foreign compressed
gas cylinders, some of which are in fact safer as well

as less costly than those made in the US. And this cir-
cumstance has prevailed even when the availability of
these cylinders is in short supply domestically, prompt-

ing complaints from domestic users.
The UK is seeking redress; Canada has notified us

that it intends to retaliate in kind. That this is a

case of seizing on a domestic requirement in order to
find protection is at least indirectly agreed to by the

*domestic producers who have publicly argued in favor of

the present practice on grounds that it protects US in-
dustry from the products of cheap (not unsafe) labor.

It seems fair to expect that within the near future

interdependence will force a prohibition of this parti-
cular practice.

i U I



_________ ------ - .--

-25-

Highway- Safety -

Sparked by growing concern and debate over the

L lack of control over the safety of automobiles, the

US Congress delegated authority to the Department of
Transportation (DOT) to write safety standards to be

met by all vehicles sold in the US. The changes that

resulted were a decided innovation, and changes con-

tinue. Since imports of motor vehicles had become

substantial, concern and suspicion prevailed abroad.

I There was concern that the testing and other require-

ments would be such as to disadvantage foreign export-
.. - era significantly and suspicion that this would indeed

be exploited, especially at a time when conoern over

the US balance of ;ye&agae~- --------

The procedures followed, while perhaps imperfect,

nevertheless constitute something of a model in coping

with an international reaction to what was in fact a

genuine domestic determination to improve safety.

The purpose and nature of each regulation were

carefully written and widely distributed. Officials

of DOT and other informed administrators of the new regu-

lations went overseas and met with foreign officials and

with businessmen to explain and justify the regulations.

They continue to do so, although the need for a major

educational exchanj;e has passed. Other governments were

encouraged, in somu cases with success, to impose some

of the same safety requirements as the US. The issue of

testing was essentially resolved by approval (or not)

of prototypes, sometimes in the US, sometimes abroad.

The contacts of US officials with their foreign

counterparts formed over the past years have permitted

on a number of occasions the discussion of coming regu-

lations while in their planning or speculative stage.

In any event, proposed new regulations are published in

the Federal Register with time for foreign industry and



government comments. In this process, it would appear .

that the sincerity of the US in pursuing safety without

inequity has been apparent also by the consideration

given to comments received from foreigners.
:i ; Pollutionlr 121

Like auto safety, the need for the government to

regulate and reduce pollution was perceived late and

quickly gathered momentum. The validity of the need

was not in question. The fact that the problems in

L the US were particularly serious and early in percep-.

' ,tion relative to elsewhere added to the general tenden-

cy to consider them as purely domestic in nature. US

legislation authorizing regulation followed that ten-
dency. One of the principles adopted was that the

polluter shqupay_for_ the cost of e-liminatingor-re-
ducing pollution.

But of course measures to reduce pollution inevit-

ably have an international connection. At one extreme,

they may actually decide the location of an industry,

for example, the refining of certain minerals and

metals. Clearly, checking and reducing such factors

as water pollution require at least bilateral coopera-

tion when waters are shared with one or more countries.

It is in foreign trade, however, that the connection is
:i most prevalent. This is most obvious in the case of -

motor vehicles, notably in emission control. But trade
in devices that aid in control of emission in industry
as well as motor vehicles also developed.

There was early concern in the US that if we follow-

ed the principle that the polluter should pay and major

foreign competitors did not our competitive position

would suffer. We did not wish to resolve this by aban-

doning our chosen principle in favor of government sub-

sidies. We turned to international orgnnizations -- an

array of them -- first to show our good faith and the
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soundness of the principle we had adopted and then to

try to pursuade others to dc likewise.
By and large$ and as the result of extended effort,

this approach was suacessful. In the process of these
negotiations it was accepted that Japan would have to
subsidize anti-pollution efforts to some degree owing

to the extent of pollution prevailing there. Limits to
this exception were agreed on. It seems to be generally

accepted that such competitive advantage as this may
give, if any, is not significant.

International negotiations first centered on US re-

quirements for auto emission. Major problems at these

negotiations were, first, to understand the complex US
regulations, adapt to a two-track production line where

- ~--exports-to-the US jUtifiec3-it,-and-work out equitable
testing programs. A compromise on testing procedures

removed much suspicion. Prototypes of emission systems

are tested before assembly lines are in place, while

individual vehicles remain subject to inspection upon

arrival in this country.

On the other hand, the US did not hesitate to deny

an appeal that imports of small cars should be generally
removed from the need to comply with emission controls,

an appeal based on the claim that such cars do not con-
:! tribute significantly to pollution.

In the process of adjusting to~ the international
factor procedures of consultation permitted a profitable

exchange between national officials engaged in anti-

pollution efforts. The US had much to offer. It slso
profited from some of the programs developed abroad.

Solid Waste

Advanced countries are in early stages of developing
procedures and regulations to contain and reduce problems

caused b7 solid waste. This has not prevented them from

initiating international consultations. Since the ,problems
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involved are generally individual, these consults-

tions have been largely educational through the ex-

change of ideas and approaches under consideration.

One development in this broad fisld may be of
special interest within the context of this paper.

While it points to no issues involving high economic

cost to the public or to serious international fric-

tion, in a quiet way it helps illustrate the extent to

which growing interdependence interjects the interna-

tional factor into issues seemingly of a uniquely do-

mestic nature.

The issue is the so-called bottle bill (S. 613)

designed to reduce litter (and to save enercy) by pro-

. hibitinG the introduction into interstate commerce of

non-returnable beverage containers. Such a low would

put-an-end- to-"fliptop"'- cans--and-provide-a -strong in---.

centive for consumers to return empty containers to re-

tailers, who in turn would have such an incentive to

return them to distributers for rcusage. It is model-

ed on Oregon's "bottle bill" and was introduced by

Senator Hatfield.

The objectives of the Hatfield bill would seem

unexceptionable. Controversy has centercd on disrnp-

tion to industry, chiefly canning, but also to the bot-

tle industry. Lobbyists aanst the bill, first in Ore-

gon and now on the Hill and in D.C. and many counties

that have similar proposals, have been active. (See

footnote 13.)

Where's the international connection? German ad

Danish beers have become increasingly popular in this

country. They are usually sold in distinctive contain-

era prominently proclaiming their foreign origin. While

foreigner brewers have gone about it in a remarkably dis-

creet (and probably realistic) manner, they have not fail-

ed to let it be known that it would not be practical for

them to return bottles to their breweries located overseas
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and that they would be unduly, even if inadvertently,

disadvantaged. Of course, they would have the option

of establishing regional breweries within the US, and

they have some now. But a certain distinctiveness,

which they currently enjoy and advertise, would be lost.

The European point is made plainly enough in another -

context in a publication of the Environmental Protec-

tion Agency whcre on the basis of studies it is con-

eluded that brewers within the states of Oregon and

Washington have been positively affected by the Ore-

S- gon bill, but that shipping brewers have not been able

to ship refillable bottles to and from Oregon economic- :_

ally. EPA goes on to cite the example of National Brew-

ing Company of Phoenix, Arizona, where shipping costs

into Oregon increased by 58 percent due to the weight

and breakage associated with refillable container dis-

tribution. /

To say that German and Danish brewers have not

been in the forefront of US national efforts to head

off extention of Oregon's bill would be too much of an

understatement. It is understood, however, that they

have made their point to STR and elsewhere.

Provisions of the bill currently under considera-

tion on the Hill would draw one distinction in recogni-

tion of the brewers using distinctive containers: while

the mandatory deposit would be two cents on containers

that could be used interchangeably by various beverage
manufacturers and bottlers, a five cent deposit would

be involved for all other beverage containers. 1-2/

It is known that the German and Danish commercial

attaches in Washington are reporting regularly on the

progress of the bill, but neither they nor the brewers

involved are likely to be surprised if their containers

are not exempted. To do so, assuming the bill passes,

would be to dilute a national domestic objective out of

undue concern for the international connection. It is

. . ..
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interesting, however, that the point should even arise.

Extra-territorialitl: Business Practices and Trading

with the Ene'y

These two illustrations of domestic legislation

that encounters unintended repercussions internationally

will be treated with special brevity. We may just note

that the more interdependent we become the more this

V kind of action rankles foreign governments and disad-

vantages US commercial interests. In the extreme,

international discrepancies ii such regulations can

dictate the location of an industry or plants and so

affect employment.

While the objectives of anti-trust legislation and

practice in the US have been generally seen as logical

and necessary, the system that has emerged is highly

complex and diverse; it has developed piecemeal over

many years. Application of such a system, in princi-

plc or in practicc, extra-territorially has been a matter

of increasing friction with foreign governments, most

notably with Canada. It, like trading with the enemy

regulations applied similarly, starkly raises questions

of where lie the loyalty, responsiveness and legal

responsibility of US-controlled firms operating abroad.

Domestic objectives behind regulations against

trading with countries on the US list of enemies are

open to debate, at least in their extensiveness. This

is a domestic political issue bedeviled, as Ed Fried
has pointed out in a more general context, by exagger-

ated riews of all the factors involved.1 /Irrespective

of its merits when applied to domestic firms, when it

results in legally forbidding a US-controlled firm

operating in a foreign country to act in a manner that

that country considers in its general welfare, it can

weaken US objectives in other fields, for example, to-

ward a more liberal attitude concerning inward foreign

investment.



DoMestic Adjustment Assistance

These programs are included in this list of illus-

trations with a view to the future and on the assump-

tion that interdependence will continue to grow, as is

also the case with the illustration to follow. As such,

it is a bell-weather, but it is not one that requires

great foresight, being well in view on the horizon.

Briefly, what is in mind here are those domestic

programs designed to ease the process of adjustment by

specific industries that are disrupted by increas-

ing liberalization of trade barriers. As a coherent

concept, they are relatively new, but the objective

L is clear and valid enough. As protection against im-

ports is lowered, first tariff and now, presumably,

nontariff barriers, and as the propensity to engage in

foreign trade expands, there is a need for such assis-

tance as an integral part of any trade liberalization

program.

While the society as a whole may clearly benefit

from such liberalization, individual sectors of it can

be disrupted in a relatively short period. These are

consequences that have in the past constituted the sound-

est argument against liberalization. From the view of

economic cost to the society, it is sounder to provide

assistance in such cases, but under programs that en-

sure a healthy and lasting adjustment through shifts

* in the factors of production so disadvantaged to other,

* more efficient activities. The point is that the phase-

out of aid to the damaged industry -- notably where such

aid includes tariffs, import quotas and the like -- should

be complete and that protection should ther'efore be visi-

bly temporary.

Again, we have here a seemingly simple issue to be

resolved on the basis of the best use of domestic re-

sources. But even a casual examination reveals possi-

bilities of competitive domestic adjustment assistance



policies. Now is tho exporting country to be renoon-
*ably assured tha~t the adjustment pro(Sram ii, the import-

inig country is not one that results in protection thnt
* is not just temporary and pro~reo38ively lessened but

more or less permanent?
While the annwer, fort-;inately, will not be uniform

proerams in all or oven oll leading countries, it would
appear that such dornootic probrralls will h~ave to Licet
certain internationcilly-a[-recd criteria tnd probably bc
subjected to intcrnitional scrutiny and poosibly an in-
terntionul system of appcuio. Whavt %., -poirmit our&neives
to Llo domutically will affect Lndi be affected by the
extent of interdopendorncc,

Stifety and Othow Standvthn

A few in~ijor illusitration3 tnut might otberwiso be
in .uded unde-,-tlhi-s -heidine;hocvo beon te~~de~~~

V.ly above. The sottin 7 and ob~ervition. of oitandurdt;
however, io win extenzivu practicoe thnt ha a lonE' hiz3-
tory. Thic is a par'ticularly ccomplox fitl , in the US3
becnuo of tho e 8parationx of i'enponibilitieo for do-
vioing standtn.ds Linld touting notfl flL eral, state 8nd
county Covornmonts and a lare';o nunbor of priv:ntc CrOupjS,
Fol' thle PUrPO~ltcm (f thjiL i papev it cuiy bo to.kun thrnt tho
basic pu..,p-,,o of such otunlidrd3 i.3 val~d, that they pro
detri~rid to SOOearo the consuz-,ot thant- tile pru,!uct 1moao
minimlum ottmdards of omfcty and purforinince. With the
growth of ixnterdepcladeiice, the in~urplay between domen-
tic objuctiveu und muan~o of' purnuing them on the one hand
and tho internat'ional irmplicotialio on the other hoc corme
inrainE~ly ii,,'o play.

It is applaront thut thec intorplay of (Iomnetic vid
intel-liational forces cull invite u'r re;oloeso "N~o

specific illustrotion3 will be gvn
ILn 1l)'1O tho Food *',nd DruC Admiiistrution publisihod

new und nioru strinLoiit seil'ty rjtuW1!dn:d for oticnuisus

and o3UnllWauS sold in theo W:,. Replics were requeste(I



within X-days and it was implied that the standards
would be enforced promptly. This seems valid enough --

particularly since domestic manufacturers had been con-

u sulted in advanco of publ'oation of the new standards "

until-notioe i taken that about on. helf of fashion
-un iasoeo sold in the US wert, imported from Western
Kurope. Importers and foreign exporters protosted over

-look of adequate notice in which to reply to the FDA

a-id to retool assembly lines in the ovorsoas plnnte..

e *. In the end, the FDA extended the time Sivon for replies

to its notice and the period for complianoo with the

new .tandard_ sit nao .restricted the standards to the

manufacture (rather than the saIo) of such glasses.
.This-1st permittod inventorioe of imported glasses to

be liquidated. Achievement of the domestic objective

-- ..- of-afr 1ase was- delayed, -but--it- wn---made equitably-.------

* and apparently to the longterm advantaSo of the domes-

tic consumers

Procedures in the cortification of boilers and

pressure vussols, oatubliohed many years 13Po , present

a 6se ia which protectionist interots were pervasive.

Standards snd procedul-on were established and adminis-

tared by a privnto group whose mark of appioval became

firmly emboddod and, in man* atitoe, compulsory. Tho

code ymbol was systenatically doniod, however, to pro-

ducts munufacturod outside of 1North America. These

protectionist practices wero stoppod through court
notion initiated by the Departmont of Jluotice.

The list of kuown cte.r whore doinestic standards

*" have conflicted with intornotional inte'oosta could be

quite long wid hao, in fact, boon tho subioct of much
examination. The rolovant point in the context of this

pnper ia that with F;rowing inteixdopondunce we shall cer-
tainly stie considerably more attention forced to the

international connection, leading conceivably in some

seators to internation:,l codeas and agreed criteria. We

shall also almost certainly see the metric system of

' -
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S.. 1er IIFootnote"

I/ Statcment Re Countervailin7 Duty Proceedings on
Certnin -leo~{Ye 'Products from Jsnan, X-1 dial
Steel'- W-e. Ti'es Irom C.nsda 'American Importers

• Aseoc ia.on5 July TI7"

2/ Lowerin Nonteriff Barriers (The Brookings Institu-

Ariculturnl Trnde - A look Ahe.id - Policy Recom-
mendations (Thu Uni.tcU 6tates International
EconomicPolicy in an Interdependent World, Re-
port to the Prosident, 1971) Vo. I, p. 884

4/ The Un.tcd States International Economic Policy in
en ]nhtrdoendeont dorld, (Xeport to the President,I-97 Tp-, 91-70 -"

Toward the lntoration of World A riculture (The
"roo ins "' stittio, 197) p.

Z/ Ibid. pp. 39-41

8/ Gaps in Technolo-y (Organization for Economic
Cooperation andDevelopment, 1963) pp. 129 and 133

9/ Statement Re Countervnilinf, Duty Proceedins. on
Certain Electrfon'ic 1roduCt:3 f rom J iPM A-. \.inl -
Steel.-- c- 777d -7 77 77o ,, (American lr.,portrs
Issoca aion, o Yu1 .)

10/ This illustration dra,.,s on oral conversations with
officials in the Hazai'dous Materials Office of
DOT

ll/ Based largely on conversations with officials in
the HiShway Traffic Safety Administration

12/ Based lnrrely on conversations within the Inter-
national Division, E1A

j / Congres'ionrl Record Vol. 120, 93rd Congress in
Second 6ession, i=o. i48

14/ Ore on's Bottle Bill_ The ],irst Six Months (US
hnvironnenuol rotuctaon ALboncy, 1'Yp. 12
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~/The Next Phase in Foreign Policy (The Brookings
Institution, 19v3) p. 197

~/For a more complete examination of issues on thia
subject see World Trade and Domestic Adjlustment

- (heBrookings Institution,, 1973) and _Re] ort by
the }{i~h Lel Dru on Trade and RelatedTProbems
AQLCD., -1972)

~/Lowering Nctariff Barriers (The Brookings Xnstitu-
.. . tiont- -1974) pp. -209-212



....... II. mlications for Macro-economic Policies

Introduction

Trade wars, scrambles for scarce resources, dispar-

ate approaches as to who pays for pollution, use of domes-

tic adjustment assistance programs as protective devices,
all of these and many other potential hazards of build-

ing a constructive, even viable community among nations

p~ae-delicate and conceivably disastrous risks. The
fact that these risks are susceptable to some control

_- * by internationally agreed rules or codes of behaviour

does not eliminate this potentiality.

It seems valid, however, to consider the problems

of coordinating macro-economic policies and cond-itions--
--asfundamental -- and hence critical -- at least in the

sense that if the irternational community is beset with

-,-.-- -an -derlying economic situation that is-periodically

unacceptable in terms of agregate income, employment

and prices it will be more likely to fall into counter-

- productive behavior in more specific areas, internation-

ally agreed rules, codes, etc. notwithstanding.

There is a point to be made here concerning a differ-

ence of degree. We must do better in the macro field

just to ensure an international setting that is coherent

and constructive. Irrespective of one's attitude towards

rising interdependence, it is assumed that we would all

want to pursue that kind of objective. So fundamental

and difficult are the achievement of marked progress in

effective coordination of macro-economic policies and

conditions that we are here discussing a question at

. ! the core of whether tho international community is cap-

able of accommodating a continued increase in interdepen-

dence and at what cost in terms of national policy op-

tions.

As postulated in the Introduction to this paper,

the coordination that is so critical is essentially among

the US, the EC, Japan and Canada or, more generally,

• - . . .- . *..-- -.-
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among countries that comprise mombership in the Organ-
ization for Economic Cooperation and Development (OECD).

In the discussion that follows some attention
will be given to the very great difficulties of managing

aggregate demand through macro-economic policies even

on a domestic level, how growing interdependence makes
this task more difficult, the need for more effective

coordination internationally, especially among advanced

countries, and two illustrations of howthe community of
leading nations has attempted to cope with these difficul-

ties. Special attention will be given to economic con-
ditions and policies in the US over recent years and to
-how they have been affected by rising interdependence.

The US in Isolation

.It will be useful- f, -first , some experiences-of 
the US are looked at as though there were no interplay
of its macro-economic policies and conditions with the
rest of the world, that is, in the classical tradition,
consider a one country (the US), one world approach.
When the world is subsequently more realistically con-

sidered, the interaction should be apparent.
The goals of US macro-economic policy are set forth

primarily in the 2bployment Act of 1946 which declared

the federal government's continuing responsibility to
promote "maximum employment, production and purchasing

power," relying mainly on fiscal and monetary devices. 1/
Since 1946 we have learned that governments acting

through macro-economic policies can, indeed, prevent

high unemployment for any but very brief periods, but
that in doing so an inflationary bias is likely to creep
into the picture. We have learned much about the short-

comings of stop and go, suddenly reversed chonges in

macro-economic policies. The goal now, by popular accep-
tance and presidential statements, includes stabilization

with growth of the economy at rates as consistently, as
the science permits at hiGh levels of employmont. We have



learned at some cost that the best way to avoid high

unemployment and inflation is to avoid excessive move-

monts in any direction.-/Smoother growth -- which should

not be confused with government inaction, since it might

imndeed require more frequent intervention -- is not only
more sustainable; over time it means greater growth with

reduced inflationary pressures.

The requisites for achieving this are awesome, but

they do not justify hopeless pessimism. The sciences

involved have far to go, but they have come a long way

in a very short period of history and on the whole im-

provement has been progressive.

To set standards by which the international inter-

play may later be judged, three major problem areas in

execution of macro-economic policies are briefly com-

.menedon be ow.-They are the areas of forecasting the

economy, the policy decisions that flow from such fore-

casts and putting the chosen policies into effect.
To influence the economy in the right direction,

one must first know where the economy is, where one

wishes to see it go and one needs an assessment of poli-

cy choices in promoting the movements desired. Economic

forecasting is at the heart of answers to these questions.

As in most things, good judgment is critical to economic

forecasting, above all on how the interrelation of the

economic variables can be expected to work in given cir-

cumstances. An increasing knowledge is demanded of how

the economy functions in changing circumstances.

In all logic, the amount of details that the fore-

caster must know and understand ob,,c to be finite.

The forecaster may be forgiven if from time to time he

questions this logic, for he is dealing with human re-

sponse against a background that never seems cxactly the

same as before. Forecasting will never be perfect. A

reasonable aim would be that it should invariably point

in the right direction promptly enough, that the fore-

castern remain at all times open to adjustments when

| I I i" I I I I I I "..



k

-40-

the evidence calls for it and that the art of fore-
casting is improved progressively, even though learn-

ing by error. nit[. Fiacal and monetary policies remain the two major
macro-economic policy instruments in guiding the econo-
my toward achievement of national objectives. Thus,

when it is decided that policies should aim at a change
in direction, an intensification of a direction, or

maintenance of an actual direction, one needs to take

into account by which of these two policies this should

'* be pursued, to what extent, and by what mix of the two

major policy instruments.

-In an ideal world the difficulties of policy manag-..

ers -- that is, of those who decide these questions .-

ouleaiy sog reat as that of the forecasters.

There are pecularities to fiscal policy and to monetary

policy, whether applied as restraints or stimulants on

and to the economy. There are known advantages and dis-

advantages in each case, depending on the circumstances,

The impact of fiscal policy can be very broad, as when

.tac rates are raised or reduced or expenditures changed

in a manner yielding a substantial shift in the full-

employment budget deficit or surplus.

But fiscal policy requires legislative action and,

thus, is far from flexible or even predictable in its

timing. The separation of powers and the loose system

- of party loyalty in Congressional voting strongly re-

* inforce any natural stickiness in fiscal action.
Monetary policy, on the other hand, is administered

institutionally, at least theoretically, in an apolitical

manner. It can be shifted in either direction promptly,

although with a time lag between policy action and actual

impact on the economy.

It serves in the US, therefore, not just as a supple-

ment to fiscal policy, which it should, but also as a

substitue. It is effective both as a restraining alad a
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stimulative influence on the economy so long as it

does not get too far removed from the direction taken

by fiscal policy. Thus at one extreme, or so one school

has it, if fiscal policy is highly and persistently

V, contractive, monetary policy (stimulative in this case)

finds it is being asked to push a strinG. At the other

extreme, when monetary policy must carry an undue part

of the burden of restraint, certain sectors of the econo-

my are singled out for harsh punishment, for example,

housing, business investment, and other sectors that de-

pond on credit. Carried to its extreme long enough

institutions become threatened.

To meet most demands for macro-economic policy

direction over any length of time, fiscal and monetary

Spolicy must work together and must share the burden in

ways most effectively dczigned to accomplish the pur-

pose. 'ine problem in assuring this is not an analyticnl

one, but one of institutions and political effairs; in
brief, how to get the Congress (and thus the American

people) to support the needed change in fiscal policy

at the right time.

The third major problem area, therefore, is the

one of selling the change in policy needed. This, and

some of the other points raised above, can best be

brought out by a look at some recent experiences.

During the years more or less immediately pre-

ceding the 1960's, a number of innovative forecast-

* ing tools were developed, for example, the full-employ-

ment budget-surplus concept and the potential GNP.

When President Kennedy's now team of economic advisers

assumed office, they were determined to use them and

to ensure that the economy profited from them. The need

for fiscal stimulation was widely seen amon; economists.

As Herb Stein wrote, "if (President Kennedy) had chosen

six American economists at random the odds were high

that he would obtain five with the ideas on fiscal 'policy

FE
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which his advisers actually had, because those ideas

I were shared by almost all coonomists in 1960.
The idea was to stimulate the economy, largely

by a broad tax cut, to achieve growth rates above

normal long enough to brin- the growth path to or with-

in hailing distance of thu economy" potential, make t-

i oft landinG on the potential Growth curve and muintain
growth rates at potential. This was a largly unchallonG-

I ed objective amonq-_ economists. Nevertheless, it was not

*Iuntil June of 196$2 that the President began to call for
the needed tax cut, which in the event was not enacted

iuntil Yebruary 19C64. '

The economy w:a no':; in recession in the interven- . -

ing period and prices wcru stnble. Despite a high volume

of uneraployed persons Eindther rorcesC- ew n
ra'eluctcait to act. The timinE, of tho .A\1!nist'atio2.' S
fiscal efforts was, in thi sense, not oti:ml. In

the interim, the ;doniniotrition too'- such p icemeanl fm o s-

cal action as it could Lnd ,nonetsry" policy , s
within the limits of a prudent attitude towx.x s the U3

balance of pycns
With the tsx cut. fiuall-y in effect, the budGet p"nu

envisa~ed a shift into nuutral duiriwi l%)5 ,and toward

moderate r'strint in the first half of 19G, all of
this assuming of course that budgetary exponditures, in-
cludiik; espevially defe ae expenditureos, would follow

planned trends. Favorable results wtre exceptionally
prompt. As Arthur Okum put it , "The nation had finall-

unleashed the private economy. ' 5 / And the price-coat re-

out to be elusive. 'ract:.cally at the very i'omcnt when
his economists were propa'in,': for this tmost difficult

point of the entire exorciso, the soft landinC, Presi-
dent Johnson, in July 165, requestod additional funds
for Viet wNam ard zrnounced that a further supplemental
appropriation would be roquirud in Ianuary'. As Okul



reports it, "We entered a world of rapidly growing de-

fense spending at a time when we were approaching full

utilization of resources. For the next three years,

the upward movement of the defense budget exerted a key

influence on fiscal policy and on economic activity. -

Optimizing its institutional flexibility, the Fed-

eral Reserve did not hesitate. In December of 1965 it

raised the rediscount rate, signalling a shift in mone-

tary policy toward restraint. It is worth noting that

while, briefly, some Administration economists question-

ed the timing of the Federal Reserve action on economic

grounds, the question more commonly posed was whether in

so doing the Federal Reserve had weakened the Administra-

tion's task of convincing Congress (and the public) of

the need for fiscal restraint.

That task, however,-was to-require owand-one- .

half years. This period is not a reassuring one on the

use of fiscal policy as a significant and favorable in-

fluence on the US economy. Arguably, at least, it was

not so much a breakdown in communications as between

needs.

The economists urging fiscal restraint were look-

ing ahead at the dangerous excess demand accummulating

for the next years; the Congress felt it could not act

until there was a clear and present danger. These are

divergencies that can easily spell disaster and had it

not been for the independent action in tightening money

further disaster is what we could have seen. But the

heavy reliance on monetary policy, itself,had its pre-

dictable distortions and inequities. It was not until

passage of the Revenue and Expenditure Control A'.t of

1968 (late June) that the threat cf disaster was removed. 

The US in the World Economy

Had the reader not been alerted to the unrealistic
but perhaps enlightening approach of first treating the

above events as though we lived in a one country (US)
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world, very little difference might have been noticed
between the sketch of events given here and those often
found in recitals of what went wrong. In the real world
a great deal was goinS on outside the US and much of it

was relevant. This should not be surprising.
Pr the sake of orderliness, this section will fo-

cus on the following major factors that affect the inter-
play of macro-economic action between the US and its
principal trading partncrs in a world of growing inter-
dependence: the rate and the level of economic activity
in the US relative to elsewhere.

This omits corporate flows into foreign invest- 7
ment, tourist ex-penditures and many other accounts. It
also leaves out the direct impact of exchane rate changes

and movements in US domestic costs and prices relative
.to_ elsewhere. All of these other factors are important,

but those selected for examination are fundamental or
more direct or both.

eirst, a word on the difference betwoen the rate
of growth rud the level of domestic economic activity
as factors in the international interplay. During 19G2-
65, for exar:i1e, the US economy was expanding in volum-e

* - terms at more than an average aiuiual rate of 5.5 percent,
* significantly above a lont7-term sustainable average,

that is, significnntly above its potential rate. Our
major trading partners were experiencin, growth at rates
much closer to their norms. Yet, tho US cost-price per-

formance in this period was decidedly superior. More-
over, the US balance of payments on trade and on current

S.accounts was exceptionally strong. We were not sucking
in imports massively to sustain any limited supply to
meet such rapidly rising demind and our exports were not
being crowded out by excess domestic demand.

The key to this apparently happy -- but in fact ex-
pertly managed -- combination lies in the fact that the
level of US domestic economic activity was well below the

capacity of the economy to produce. The gap between our
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actual output and our potential output (the output the

economy was capable of at full employment) was substan-

tial as a result of recent recessions and unsustained re-

I coveries from them. Hence, as domestic and foreign demand

for US output grew rapidly, the domestic capacity was there4 to meet it.
N By 1966, however, the US had more then taken up the

slack in its economy; demand had begun to exceed the

economy's potential to produce. The average annual growth

rate during 1967-69 was slowed to about 3.3 percent, below

our norm. Yet, our trade balance dwindled and our current

account fell into deficit. The lessons seem clear enough

and sufficiently consistent with logic as to make further

exposition unnecessary. The rate of growth and the level
of domestic activity are major factors in international

interplay and the most important single direct vehicle in
...... _hi inerpa is_ foreign trade. Changes in the level

of exports, for example, are affected by and aifect-the.
domestic econiomy.

We have become accustomed to think of changes in

the volume of exports as having a relatively insignifi-

cant effect on demand for the total volume of goods pro-

duced in the US. 2/ In more ways than one, foreign demand

is traditionally the residual of our calculations and

analyses. We understand that theemphasis may be diff-

erent, for example, in the case of the Netherlands. For

that country, exports account for a major share of total

demand; not so in the US. There are at least two reasons

why we need to become more aware of foreign demand for US

output in forecasting and in the formulation of domestic

macro-economic policies. First, the level of exports

is gaining significantly relative to total demand for

US output. Second, it is the change in this larger

volume of foreign demand, rather than its absolute level,

that impacts on the changing status of aggregate demand

and supply within the US. These two factors reinforce

each other and become a major implication of

4j
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-growing interdependence.

For example, in 1957, the first year' treated in

the presentation of measurements discussed earlier,

the volume of merchandibe exports accounted for only

7.6 percent of goods produced in the US. Yet, thoise

exports made the difference -- with considerable room

to spare -- between what would have been in the aggre-

gate a negative 6rowth rate and the positive on3-record-
- ed."

In 1968 and 1969, the years of most serious excess[ demand arising from the fiscal rigidity discussed above,

the riss in merchandise exports accounted for almost 14

percent, in volume terms, of the rise in uggregate de-

-"- -mand-for goods produced, even tbough the-total-of such

exports represented only abotit 8 percent of the level

.of areae demand.

In 1970, when US policies had finally eliminated

%t xcess dcimand to an extent csusing a sharper fall in

.output than called for in the Come plan, the contrac-

tion i , goods output, volume terms, would have been

about 60 percent greatur in the absence of a rise in

the volume of merchandise exports.

Finally, although the level o' r handise exports

accounted for only 10 percent of tot. output in

goods in volume terms, the Growth of rt._ export demand

between the second half of 1972 and the 1_-:st half of

-973 accounted for almost one-third of the rise in the

volume of US goods output.

Of course, US forecasters have for years taken the

foreign sector into account, and the CECP regularly hosts

a gathering of meber-country foreconstrs where viGws

of what each country expects in the way of axpo't de-

mand from others can be exchunged and examined for in-

consistencies. But the tr'nd towurd highei' levels and

continued swings in exports indicates, as Helen Junz has

pointed out, -/that even large countries like the US

will have to incorporate changing economic trends abroad

- .1
• .E
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more explicitly in policy formulation and that an
appreciation of how foreign demand for US goodsi and US
demand for foreign gooda might be affected by changing
busineaa sooditiona needs to form on integral part of
Buch a proce.s,

The foreign trade account is indeed a major one,
but it i. only one of many types of forei~n transactions
that affect the UW acoilomy and the Ipo'ty of the UL
to excoute macro-economic policies effectively. A do-
cidedly major intn-nationol factor within this context

A ! ' is the Slow of money. When the UL domestic monetary
situation becomes easy roelitive to that ll other major

S . countries, ca ptni flowsout of the U in larpe_ -- at
timea, enormous -- volumo, nd when monetary situations
are the revcrse, massivo flows come into thia country.
Herein 1jew -a m1jor collti8td it on the ue of monetary
Policy oas an instrument of .cro-economic influence.

When: £iae-il Polloy Is t.1poarily ric;id, Be it was
in 1966 to mid-1963, and ionatary stiunency must carry
the fulll bur-den of restraint, the domestic monetarLy

situation becomes tense, As noted above, domestic houu-
ing suffers inordinately (wid irropective of social
needs), busineau capitol opnndint", becomes- abnormally ex-
pensive if not impossible, san'; with all typo- of credit
f inancint. Naithvr busine: .man nor bankers react with
indifference. Lato sums of money come from abroad to
take advantage of the relative high demnnd for money in
the US. Domestic bnnku with branchea abroad usually can
recall vnst sumi, notably in the form of Euro-dollara,
on short notice awd with great efficiency.

There are inequities in this kind of a ituation.
Banks with the moot Euro-doli rs in brinches ovrneas
tend to be the larger ones, .nd the scarce fund3 no re-
ceived tend to go to prime borrowers,

When the shoo in on the ',ther foot, and we find it
necessary to ense the domutic monetary situation u'nduly,

_ _ I ,• -J
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because the economic situation requires stimulation

and fiscal policy is inhibited, the results are only

aomowhat less dramatic. Assuming more normal monetary
-conditions in other major countries, funds flow massive-

ly from the US -to abroad where they seek more profitable
returns. We should notice, first, that these funds were
intended by US monetary policy to augment spending in

t e US. Not all of them are doing so. Second, the
arrival of these funds abroad in such large quantities
often counteracts-the intentions of monetary policy in

-.. .ter countries, frustrating attempts they may be making
to disinflate by a stringent monetary situation. Third,

--theZy distort the balance of payments.
Some supporters of an international monetary system

-----4oopoatng-fee- floating- exehangc-rates-helieved----
that such a system of rates would free the US of undue
external constraints In the execution of macro-economic

policies. This has yet to be proved. It is true that
if we pursue easy monetary policies to meet domestic ob-

jeOtiveu the consequencos for our balance of payments no
longer fall necessarily or envtirely on our net reserve
position. They are absorbed in large measure by shifts

in the dollar exchange rate. But each further deprecla-

tion of the dollar with respect to curruncieG of our major

trading partners io inflationary and it may happen that
this is more undesirable than a change in not reservcs

or that one consequence exevcisen a less dramatic re-
minder of the need for prompt fiscal action than the

other.

In this kind of situation, the US finds itself part-

icularly disadvantaged by its process of changinC, fiscal

policy, that is, all hanGes of substance must be made

by Congress, but we have a system that permits an oppo-
uition majority in the Congress and Congressional votes

are not subject to party discipline. We are thus twice
hanged; the Administration caunot conwand support for a

fiscal policy change from its own members in Congress,

and its own members often enough do not constitute a j
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--majority. In these circumstances, serious questions
have to be asked as to how much we have freed domestic

macro-economic policies from the discipline of the bal-
V ance of payments.

Other advanced countries are commonly well situated
rinstitutionally to avoid rigidities in executing fiscal

policy. They, nevertheless, face familiar domestic

-political pressures against tax rate increases and sub-
.stantial reduction of governmqnt expenditures. Domes-

tic political instability -- for example, government by

__ loose coalition -- has more often than not led these

other countries to over-reliance on monetary policy.
When their domestic political Bituation is reasonable,

- ---- they are able-to use- fiscal-policy-in -timely fashion,---

* and more recently they have been tending to do so.
_At the _same time, they have retained their.prefer-

. once (usually political) for monetary policy as the most

a-ctive partner in macro-economic implementation. They

have been able to do this in part by learning to cope

with their own monetary squeezes, for example, by the

large amount of housing financed throuGh the public bud-
get, general use of variable mortgage rates, and by rais-

ing funds for private business investment through the

budget or by government-guaranteed loans at relatively

low interest rates. Their chief difficulty, as they

see it, is with getting caught in the swirl of our own

excesses in monetary policy.

For a country the size of the US, a sudden and major

flow of money is on the order of a nuisanco. If we are

in a situation of monetary ease relative to elsewhere,

A large sums of money will flow out of the country; our .

aim is partly frustrated, since we had eased money to in-
duce a rise in domestic demands but the sums involved are

small relative to total domestic money, and we seem able

to adjust. If we are in a state of monetary squeeze re-

lative to others, the massive funds pulled into the US

Ii

' . . " - .~ -.-- .. ,. ,.,,I



-50-

will in part frustrate our aim, but again our size is

-u such that we can in time absorb it.
r Other countries, particularly the smaller ones,

complain bitterly, however, that such massive swings

of funds into and out of the US seriously frustrate

their attompts to administer macro-economic policies

in accordance with domastic objectives as they see them.

Lawrence Krause has shown that on occasion private short-

term capital flows have represented eight to ten percent

of domestic money supply in, for example, Germany,

[7 Italy and Canada.
.This kind of circumstance is by no-me-anas unralat-ed.

to the cries of pain from abroad that the US has export-

ed inflation. Although in many cases foreign authori-

ties might do a bettor job of effectively reducing the

impact of these flows if they had better iinstruments

and procedures with which to wo'k, the point is that

-* they feel they cannot, and rosentmeAnt against US econo-

_-.mic policies becomos considerabl.

With this background of international interplay,

lot us now take an episodic look at some other problems

in administrating US macro-economiic. policies over recent
"r- years. :

It has already been noted that the economists with

the Kennedy Administration came into office seeinC green

lights all along the way (as did most other economists).

It will be recalled that substantial fiscal stimulus was

long in coming and that, among other thing.", an easier

I monotary situation wao encoura.ed through monotary poli-

cy. Progressively easy monetary conditions conceivably

could have gone far onoue;h to have "spared" the economy

the tax cut of carly excct for coicen over tho.

effect of the US balance of poyments through flows too

massive to support in reasonable calm.

Milton Friedman has arGucd that "So far as 1 know,

- there has been no ompirical demonstration that (the l9r, 4)

tax cut had any effect on the total flow of income in the

U,.S There has been no demonstration that if monetary j
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pol.icies had been maintained unchanged . .the tax
cuit would have been really expansionary on nominal. in-
comes 'What Okum did (in an analysis of the tax cut)
-was to assume away the whole poblu~i because lie looked

-- only at tde effect of fiscal policy without askinC) what
role monetary policy plkvud du&-ino thakt poriod."

Okum has replied that "As a political judgmentj

I mcnietta h ot ol o have been travel-

out rates as they wore viewed -- ri~htly or wronrly -

by tho administration and the Yedcr). Reser . -il

Few who wore even remotely en.ge~ed in the execution of
US~ monetary-arnd 16 -balan~ceo-pyet oiisa the---

time would fail to agree with Okum.
The Federal R~eserve's concern that the US balance

of paymentse not suffer unduly as a result of easier
money hoe than in other major countries is repeatedly
reflected in the Federal Reojurve Boai'd'n Annnl Report
Coverin7, (Therations for~ the Ycv 7L Thc report cites
a continuinE; concern over the persistence of hi(7h unemploy-
ment and loss-than-optimum utilization of a steadily ex-
panding industrial capacity. It notes that "Expansion
of bank credit durinE; the year rofltxotcd a goecrally
stimulative monetary policy, but one that beccme soma-

what less so durinC; the firot 9 months of tho year, In
July the diocount rate was raised .. in an effort to

*help reduce the lar~e deficit in the U.S. balance of

pa~ymnts." It reports proGress in rcducing the balance
of payments deficit and notes thot "much of the improve-
ment in the second half (196 ) was traceablo to the re-

turn flow of short-terin liquid funds and, even mocre, to
the reduced outflow of lont -tarn capital."

In subsequent years and at the other extreme of am-

4 ployed rourcos, thc end of' ecsive dennind in thc 110
was signalled by belated pzasaro of the surchargea on in-
Oome and corporate taxes (mid-1938), but larGs between the
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policy action and its full impact on the eoonomy, in-

tensifiod by a premature easing of tiGht money, carried
the boom and, especially, the inflationary pressures in-

to 1969. Monetary policy was tightened somewhat in

late 1968. Under the new Administration extrome monetary

roatraint was built up and maintained throuGhout 1%9.

Interest rates reached rocord highs and thoe were ques-

tions of whether some of our financial institutions mitcht

be shaken. One result was a more recoszionary period be-

Sinning in 1970 than desired.

Massive international monetary swin s came into the

picture early. For the first time in many years, the

net flow of privuto fnds was into the US, by almost

$5 billion in 1963 and by about $8 billion in 1q69, cow-
:-i.......p aed-with;-for -example-an outflow -,ppr'ochin i , bil l-

ion in 196?. To be sure, this vor'y oubotantiol swing wusw

influenced by a complux of cvontq, includint: currency
uncertainties touched off by a sterling dcvluution in

November 1967 and the Miy--Ounel civil di rbancoe
in France. An ovorridinG stimulant, however, was the

extreme chortage and hikgh return of money in the US re-
lative to other countries. About V7 billion of the 169

inflow took the form of an increast in liabilities of

US banks to their foreign branches, represencing prin-

cipally funds obtained in the luro-dollar tilrket.

One result of all this was that tho US balance of

payments as measured on the official settloments basis,

swung from a very large deticit in 1967 to a surplus of

$1.6 billion in 1963 and a surplus of almest $ billion

in 1969. 14/To those who wished to, this provided an.

occasion to see an end to the long history of US deficits.

Those who looked more closely, however, noticed, for

example, that the balance of goods wid services dropped

" Iprecipitately and forebodingly during 19G8-69.

Other results included the usual partial frustration

of the intent of US monetary policy, the inequititius of



which banks and which borrowers partially evaded that

intent, a suaceptability to rapid and inassive reversal - -

of the international funds that had come in so fast,

and disruption in the Luro-dollar market and of the mno-

tary policies of other countries. The temporary achieve-.

ment of balance of payments surplus, far from stilling

the plea from abroad, intensified urging that the US

get its house in order.
By the end of 1970, the US economy was once again

off on a crowth path and once again government econo-

mists wore aiming for that soft landing near and more

or less parallel to the potential growth path, which

by now was rather high on the chart, given the amount

of slack that the economy had generated. When sags in

--- - the--owth - rate .appeared -in mid-97 1 -tho-Presidont- re.-.... .- ..

sponded with the initiatives of August 1971.

- These initiatives were literally heard round the

world. l'or mixed with certain moderate stimulants to

the domestic economy, in which discrimination against

other countries was involved, and along with a temporary
,, wage-price freeze was, most dramatically, devaluation -

of the dollar with respect to other mnjor currencies.

In the turmoil that followed, the US decided on the

tactic of at 3ea,;t te-.:porarily vacatin[l its role of

leadership in initiativos on the international scene.

fHow the major nations wero to pick up the pieces, re-
store monctary order and begin to intcnsify coordination

of domestic policies was left for others to decide.

Fortunately, this dark age was shortlived.

The response of the US domestic economy, however,

was positive. We had our boom in 1972, pushinC into t i4

the early months of 197 . Once again, howover, the

soft lwiding eluded us. Like its predecessor, it was

a boom stopped by Government action to halt a dangerous

rise in inflationary pressurej. On this occasion, it

was stopped before excess doc-nnd set it, but not before

the inflation was very real, even dangerous.
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It would aeen fair to ask why the economic re-

> covers of late 1971-earlY 1973, starting as it did with

substantial slack in the economy, was so shortlived,

compared with the reoord of 1962-1969. The answer is

-that, while the inflation that led the Eovornment to

shift to policies of restraint was and is by no means

divorced from errors in the domestic managoment of macro-

.eccnomic policies, it is fundamentally an internstional

-inflation. A brief examination of its origins and com-

ponents is relevant,

I " n a-roal sense the present inflation started with
the global slowdown in the growth of output roughly dur-
ing the period 1070-71. For the US, the slowdown follow-
ed by recessioa-begn-in late 1,69. The years 1970- -.

were marked by economic slowdown in practically all in-
- -- dustrial countries, brin~ing-in -turn-a slowdown -in pro-

duction of raw materials and producers goods froom other
parts of thl world. This was the kind of situation in
which forecasts for individual countries almost inovit-

ably underestimated the dormant stienCgth of world de-
mand once it revived.

The generl upturn came in 1972 and was, in con-

sequence of the above, excep 'iona12.y broad~ goG:,phic-
ally and unexpectedly sharp within individual countrioz.

Even so, in its early stages supply capabilities were

elastic, given the General slack that had accummulated.
But the boom was too broad and too s.harp. Supply bottle-
necks developed at an, early stage and price pressures
intensified. The volume of world trade rose 13 percent

in 1973, compared to a more normal 8-9 percent over prev-

ious years. This was a phase marked by a sharp rise in
prices for most primary commodities, notably in the in-
dustrial materials sector where starting inventory levels

were generally inadequate. A scramble for supplies en-
sued and world prices for industrial materials, accord-
ing to the London Lconomist'n index, almost tripled be-

tween the end of 1971 and April l9?'4 (oil prices excluded);

-. "I .. . L . . ..,,
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the index of metal prices was up by well over three

times.
But the highly abnormal global economic cycle was

not given even a fair opportunity to be sorted out be-

fore the world food situation took an extremely adverse

turn, from poor grain harvests in much of the world to
disappearance of the anchovies from Peruvian coastal

waters. Beef production, for which demand has been ..*

undergoing a structural shift upward, fell. By late
1974, spot prices for raw foods (expressed in dollar

terms) were over three and one-half times their late

1971 levels.

The industrial countries had begun in 1973 imple-

:mentmug-macro-economic policies of restraint, leading

many of them practically to the point of stagnation by

ithe last half of 1973. This was having some impact on

prices of industrial materials had shown no trend in-

crease for about three months, and the food index had
dropped about 10 percent from its August peak.

Then came the October 1973 war in the Middle East,
which brought uncertainty followed by stoppages, short-

ages and the substantial increase in oil prices. A con-
siderable impact on general prices was immediate and

both direct and indirect. Given the uncertainties that
had prevailed and continued to prevail, and given the

basic nature of oil to the world economy and consider-

ing the continued low level of stocks of many commodi-
ties, expectations of inflation were set off and a sharp
speculative boom in cc.,modity prices began.

A The OECD Secretariat has suggested that "Throughout

these first two phases (the scramble for commodities

followed by the food shortage and the oil affair) much ,
of the inflation appeared, to any given country, to be
essentially exogenous. While the first phase . . . was

caused primarily by an excess of demand for commodities

relative to their supply, it was an excess of world demand

S~* .- - - - - - --..- •-.- -
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that was the problem, rather than excess demand in aqY

one country considered on its own. The iicrease in

* the relative price of oil was a truly exogenous phenom-

enon as far as Member countries were concerned and the
final speculative commodity price boom also was a world-

wide phenomenon which individual countries, in the short

run at least, simply had to accept."

It is difficult to imagine a more effective --

albeit costly -- scenario than that just described in

makina the points that (a) we live in a world of econo-

mic interdependence, and (b) such interdependence can

L... at times bear very hard on the capacity to achieve domes-

tic macro-economic aims. The hazards of grain crops and

the oligopolistic capacities of Middle East oil producer

-- states- should-tot-conce&K --the'fact that a major contri-
butory factor was ineffective coordin,tion of domestic

macro-economic policies among the giants of the world
economy, the US, the EC, Japan and Canada. It is sure-
ly cause for sober thought on the part of any who believed

that economic conditions abroad are of little importance
f : to a domestic economy the size of th~e US.

Moral Suasion ,

As in most economic matters, it is not only events

and developments within the system that can influence

* the course of macro-economic policies. Thwo illustrations

of a less market-oriented influence will be given below.

A They each fall within what may be called moral suasion.
First, because it can be treated so briefly, one

might take into account foreign urging on the US during

the 1960's to eliminate its persistent balance of pay-

ments deficit and to do so by an excmplary performance

of price stability, such as in the period of the early

1960s. When the need for significant fiscal restraint

in the US became generally apparent in 1966, vocal urging

at international economic conferences became increasingly

*: strong. Watching the highly successful record of growth
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with stability in the US face mounting threats was not

at all to the liking of the governments of our leading

trading partners. Seeing their efforts at international

conferences fail, some called directly on members of the

US Congress, including on the Chairman of the House Ways

V and Mears Committee, to urge prompt fiscal restraint.

How much effect this may have had on a US Congress

is impossible to say, but in the view of one of the

leaders in the US government's efforts to achieve Con-

gressional action (Arthur Okum, then Chairman of the

President's Council of Economic Advisers) international

ecnonmic events had an important impact in finally break-

ing the dam that so long delayed the fiscal restraint

required.

Okum has written that "The threat of an internation-

al. financial crisis may --well havpe bA_th i!os.

decisive factor in getting Congress to move on fiscal

restraint. The pleas and threats, the cajolcry and

rebukes of central bankers around the world had a major

impact on our political process... Without the world

bankers, I seriously doubt that we would have enacted

the fiscal program that was so urgently needed for our

own good."

Thus interdependence hampered US efforts to curb

inflationary demand in the US solely through application

of tighter and tiGhter domestic monetary policy, but it

was a major contributor to a much sounder domestic solu-

tion.

A second illustration of international moral suasion 4

involves the economic situation and policy intent of
Germany during the 1965-68 period. While the US is the
single country with the majur commercial and financial

influence internationally, the German economy exercises

a remarkable influunce in Europe and, through it, the " :
world. Germany constitutes the dominant export market

for many West European countries to such an extent 'that,

.. . . . . . .. . . . . ... . . .. .. .. .. .. _
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paraphrasing, one may say that as the German economy

goes so goes that of Europe, and the rest of the world
is not unaffected by how Europe goes. The German bal-
ance of payments has for many years been exceptionally

strong. The direction and mix of German macro-economic

policies are therefore always of interest generally and
of intense interest in much of Europe.

These interests are reflected in policy recommenda-

tions of the OECD to Germany. The recommendations here
described are those published in OECD's Annual Economic
Survey of Germany. They are no less interesting because

the OECD, with German concurrence and consistent with
its normal practice, was able to publish them. The per-

/ iod covered is one in which Germany, first, restrained :
an economic boom, largely by stringent monetary policies,

-.ent- -throush-a- -s enwhess iGn-iny,966-67 and, aftere

!: initial reluctance, emerged with a stron- enough growth

path in 1968 and 1969 substantially to reduce, if not

remove, theslack in its economy.

In December of 1965 the OECD urged strong efforts

to change Germany's pclicy mix, with a relaxation of

monetary restraints. The recommendations particular-

ly urged smoothness in application of macro-economic

policies and avoidance of large surpluses in the capi-
tal as well as current account in Germany's internation-

al payments position.

By March of 1967,. when another annual survey on
Germany was published, Germany was in its recession.
The OECD's policy recommendations noted that the adjust-

ment from boom to cooling off had by then gone too far;
the immediate object of economic policy must be to get
the economy on a normal growth trend, both for internal

* and external reasons. Externally, the recommendations

noted that "it is essential that monetary ease should be

generated by relaxation of domestic restraints on liquid-

ity to support a revival of the capital market andstimu-
late an outflow of long- and short-term capital on a scale L
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sufficient to provide a significant offset to the

current account surplus . . . For such an outflow to

be achieved, interest rates in Germany would have to
fall below the rates prevailing in other major finan-

cial markets. in existing conditions of low rates

of (domestic) capacity utilization there may also be

need for additional fiscal measures to stimulate de-

mand."

These recommendations go on to attack a myth

then prevailing in Germany: "There is a wide-spread

impression in Germany that a budget deficit will lead
swiftly to inflation. .. But this is not the situation

in Germany at present. the broad test of budget poli-

cy should not be so much whether the budget (however de-

fined) is in balance, but rather whether it contributes
- --to a --reasonable- balance- in-the-economy -as-a whoYe. --19/- . . . n.

Prior to publication of the next OECD Economic Sur-

ye,y on Germany, in April 1968, the German Minister of

Economics had taken a strong and widely publicized posi-

* tion that Germany should emerge from its recession on

a growth path built on an annual rate of 4 percent in

volume terms. Since the capacity for output by the

German economy was growing and had been growing at a

rate somewhat above this, the 4 percent growth curve,

starting from such a low level of activity, would have

meant locking in or increasing the underutilization of

the German domestic economy; as German industrialists

sought increasingly to sell their output, they would

look more to exports and further rapid growth in Germany's

foreign trade surplus would ensue. An indication of

the considerable slack that had accumulated in the econo-
my is given by the estimated six percent gap between act-

ual and potential output in mid-1967. 2-

OECD's survey pointed out that "real GNP would need

to expanJ at a rate of close to 5 percent and domestic

demand at close to 6 percent a year in the period 1969-71

if the balance of payments target (of Germany's own

I -- I~ I-i I . ..
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--eium-term plan) v~e"~ to be rarlized.""' ' It ro commond--

*od ttnat a miin con~cern of tho nuthoritios must be--to make

cortaiin that the r'ecovory of' the ocononmy continued stroinc;,
the gover.nment should haive staondby action a hand and move
wi-ch it promptly at signs that 6rowth mnight be faltoringp

*any ixpansiornry a~ctiont would boot rely on fiscal. changes,

since these wei's more likely to produce otvfficient atimu-

lus to demand, but it w~i cJloarly devirablu that monot~ry
conditions sihould be o t no~.oauy as possiible.

Q11 the Wu?1-ipublicized 14 1rrcent growth ratQ, OECD)
reportud tWhat "iJt is nloo impl~otant to coiu~idor how fir,

in present circuxnstanccj, the official fgrowth targot of'

4 percent '11 1(96x ropresunto ain ndecquato first o0top to-

wards thu Govtrnrnont' s loptimum combinution of econo-mic

n~in'.A- cautious ostimato- of' tho present 81ack in the

economy sug~jost that ai 5 to 5.5 percent growth rtu of
GNP~ miGht cons;titute a rotnsonble interim tarf~et forL the_

next couple of' yeurs. Much effort we~nt into explain-
ing tho coac that- uuch a Vr owth vnto would b., in ae~u~

own bont a:5t''tn woll ao talat of her n~&hoir

Countries, for oxamplo, the riao in productivity through

achioving optimlum capticity utilizution Would MitiL;ntu

wIae rises3.

Of Couroe, thore were ecoorlit': in Gcany o~n

toword tho samo polioy onds. To saiy tho lo-ast, they,) wore

in a inority); theiy ncoeded help from out.do * Tho 01hOD
rocoirwndationo. forged out of 1;ecretariit dr,,k'tinC Vind
long dobatc vnion- roprosontntivc:3 of' memnber countrivs

with Gormnan vxperts fro:1, Lonn, vnid -rnnlfovt, curr2.,d

thoir wui~;ht, too.

D.n the event thu oa i ns 0125",Q)~ru~ }C

wero ncted on with mnulpvis inn; thrinmz~md iuzmi

pro nptness. TheLic esm beo o~rssx' eaons (i~ f

monetary policy in 11)0) nnd ,jucceodcd in creatintg7 a nitu-

ation of cxinsiderablu liquidity whitch l uad to the rcomn-

mended capital out-flow. The disoulit rato wa8 reduced

from five to three percent in four steps und ronervo
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ratios of the banking system were reduced in severalStages; the effective average ratio fell from 8.0 to

53 Percent, or about a third, by September 1967.[ : Germaz banks responded to the reloase of minimum
reserve balances by increasing their short-terin foreign
assts, as interest rates were by then lower in Cermany
than in other major countries and Gernan domestic demandwas weak. The impact on the German balance of payments
was dramntic and favorable to international monetary
stability. Long-torm capital, which had been a net in-
flow into Germany in 1965 and 1966 (and most postwar
years) began to flow out of Germany in 1967, reaching
a not outflow of almoit $3 billion in 1968 and almost2/
SG billion~ in 1969. /

As for economic growth nt a highor than 4 percent
... aual- a, a rim arily-throuh -isc-al- s-Germanye-x-

perienced its first planned budgetary deficit of the
postwar period; the annual rate of economic g'owth,
in volume terms, shifted out of the minas 0.2 percent
of 1967 to a positivo 7.1 and 8.2 percent, ropective-
ly, in 19S3 and 1969. .

Most member countries of OECD have had numerous
exporicnca similar to that of Germa y described nbovo.
Few, if any, have never felt the strongc impact of inter-
national moral saasion. The German experience makes a
convenient example because in earlier years economic
thinking generally, in Germany was uniquely couservative
and, given the import, ne of Germnn international trade
and finance, special efforts were marshalled to ensure
that international implications were fully taken into
account in exocutiou of Gc'man domestic policy -- that
interntionl nd domestic zaims were reconciled.

It is, a such, a good illuojtrotion of whnt all of
the advanced countries may incronsinply expect to see
ass through growinL; internntioual interdepenrvence, what
is done in pursuit of domestic niis matters too much to
permit any uch country to fail adequately to reconcile

I~--.&&M
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IV, Implicetions for International Security

and Political Relations

Introduction

Broadly and generally, governments pursue foreign

re lations with a view to protecting and fostering the

security and prosperity of their citizens. AmnonG the

advanced industrial countries which are the special

-focus of this paper this includes the pursuit of a common

security, at least so long as there is a common thret,.

Unfortunately, the logical counterpart, common

prosperity, is too rarely perceived, much less promot-

ed. Even though there exists a discernible common throat --

.that-these -countries would return to somethi g like the de-

gree of self destruction prevailing in the 1930s -- we do

---not -eem-to. -find it--crcdible. -Individual members--of- -this-......-

economic alliance conitinue attempts to export their pro-

blems to one another and otherwise to achieve individual

gain at the expense or thrcat of common loss. Hence the

adverse interplay between economic issues and internation-

al political and, to a lesser extent, security z clations.

*: There is, of course, a favorable interplay between

these forces and this, too, will be examined in the para-
graphs that follow.

Internationcl Secculj ty Felations

Collective security is related to economic inter-

dependence in very much the same way that national secur-

S-ity is related to the state of the national economy.

Reasonable economic prosperity does not guarantee a nation-

al will to support large, growing and persistent military

expenditures, but in a democratic society it does consti-

tute a prerequisite.
Like political relations, collective security can be

_ affected positively or negatively by economic intcrdepen-
dence. Interdependence is likely to support effort6 towards
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_ -pr reaeive prosperity at the national-level; the ques-

tion is whether the international economic issues aria-
ing out of interdependence can be contained so as to pre-

* serve and possibly foster a necessary mutual confidence

and so as not to arouse a degree of friction insupport-

able in international relations.

German Chancellor Helmut Schmidt seems to perceive

the interrelationship clearly. He is quoted as stating

at the May NATO summit meeting that the Atlantic alliance

was threatened "more by the economic situation than in any
particular geographical area" and to have called for more

coordination in economic policies. He is said in this

to have received the concurrance of Prosident Ford and-

Prime Minister Wilson. And the Chancellor was apparent-

-.ynot-speakinG of trade wars or friction over what have

here been called micro-issues. He is reported to have

. linked the sti'ategic effortdJapaci-ty--with-euch-macro -  
--

economic issues as competitive long-term interest rates,

increased industrial capacity and long-tcrm economic

growth with s--ability to combat social tension and pol-
tical instability.

Whether interdependence can ultimately be seen as

a means toward a cormon prosperity is, it seems clear,

a central question in security, political and economic
relationships. It is a question that will be examined

under the heading that follows.

International Political Relations

Do international economic interests, objectives and
the consequences of their pursuit constitute the tail to

the body of international political relations, or is it

the other way round? Do they constitute the whippinj
boy of or do they exercise a discipline on international

political relationships? Curiously, the answer is not

always clear.

Economic intordependence between the US and pro-Castro
Cuba was substantial. For political reasons the US took

wim



deliberate measures that eliminated that interdependence,

despite obvious economic costs and strong protests from

segments of the US business community.

The US has at times blocked much trade of its nation-

als with the USSR, Eastern Europe, Mainland China and

North Korea, for example, in the nare of security. In

all of these cases, trade relations have been made subject

to political relations, which in turn are affected by secur-

ity considerations.

But supposing no involvement of national security,

would the US for any conceivable reason initiate and main-

tain a politically hostile -- and not just cool -- relation-

ship with Canada or Germany, for example, given the magni-

tude of our economic stakes in Canada and the EC? Possi-

bly so, but the proposition boggles the imagination.

The US launched the Kennedy Tariff Round, one of its

numerous initiatives to increase interdependence, in part

out of political motivations -- an instance of complement-

arity of trade policy and political purposes. It is true

that the concept of a US-EC partnership, which carried

considerable weight in US circles at the inception of this

effort, fell into disuse. But there has remained a con-

cern to ensure, whether it be called partnership or not,

continued close political and security relations with

Europe, and closer trade ties are seen, amcng other things,

as a means of reversing Europe's pre-occupation with it-

self and the threat of a shift by it toward economic isola-

tion. This is an interesting role, in the context of this

chapter, for closer trade ties.

The case can be madedthat the current round of trade

negotiations is, for much the same reasons, in part politi-

cally motivated. Lmong other things, the most sensible

way to remove friction caused by trade discrimination --

or, for that matter, discrimination itself -- is to elimi-

nate or substantially reduce the instruments of discrimina-

tion.

Do our political and security objectives sometimes lead
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us to accept inequitable treatment on economic issues

that we otherwise would not accept? Many seem to think

that they clearly do; but the evidence does not bear them

out. We have avoided a type of confrontation threatening

a widescale trade war with the EC over its proliferation

of discriminatory trading wrangements, for example, be-

cause the economic results would be out of all proportion

to the gain.

Does the economic gain from interdependence sometimes

lead us to override our political or security objectives?
They may, as concerns political objectives, depending on

how important we consider them to be, but they could not

do so as concerns serious national security objectives.

That point is that at least amonG these allied, close-

ly associated countries our economic, political and secur-

ity objectives converge. PoJJitiical and security rtlation-

!-- ships are underpinned by economic prosperity which is fos-

tered by interdependence, but interdependence can lead to

friction that can adversely affect the total relationship.

It is our total interest that would be served by avoiding

such friction.

But any query into our capacity to cope with rising

interdependence must acknowled6e that such friction does

not arise exclusively through differences over trade poli-

cies and actions. Increasingly, divergent macro-economic

situations and policies are doing so, as the chapter immed-
iately above attempted, among other things, to bring out.

We are likely in future to see more friction over aich

things as what is conceived as unnecessarily harsh balance

of payments discipline on the domestic economy and exported

unemployment and inflation.
There are two extremes along the road toward increased

economic interdependence, with a wide areabetween them.

At the one extreme, precisely because the volume of trans-

actions between countries is large and growing, interdepen-

dence increases the number of occasions for political fric-

tion and, given a lack of will and procedures to ensure equity

AO. .. . ,

-f- .



in such transactions, this friction festers. At the

other extreme, interdependence has progressed sufficiently

to become inhibitive to serious and prolonged friction.

That is, the volume and value of economic transactions

are seen to be such that highly interdependent economies

demand the political will and procedures to avoid serious,'

- hampering friction.

The road to inhibitive interdependence is long and

rough. We are not yet within sight of such interdependence,

but there are signs that in our most tightly knit relation-

ships we are approaching it. This, in itself, is remark-

able. Human nature and domestic politics being what they

are, domestic rhetoric is, from the start, against a

smooth ride.

The definition of inhibitive interdependence does not

lend itself to precise judgments, but it is at least argu-

--able that it exists in modest form today within the EC.

the setbacks (not always tumporary) and missed opportuni-

'ies of the FC no~wi hsLaudiig. Thu EC may be a long way
from some of its dramatic and important Coals, for example,

monetary integration and majority voting. But for a fair

reading, one must consider where relatio:is stood between

its member countries two decades ago. And one must ask

whether one member country today would defy the full member-

ship on an issue of such importance as to offer the alterna-

tive of dissolution. Has this inhibition not fostered com-

promise over confrontation? More important, have the habit

and form of compromise not come to reduce friction itself?

And is this not attributable in part to a gradual concept

of common prosperity and a strong legal framework within

which to seek it?

The US-Canadian relationship offers another example of

intense interdependence, forming what Ed Pried has called

in many respects a do facto economic union. In trade, each

country is the other's major market, and the closeness of

the financial relationship is remarkable. Partly due to

the great difference in size of the t,,o economies and the

-
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stages of their industrial development, problems have

been many and at times hotly debated.

Few countries, if any, are as exposed to ramifications

from US domestic policies and actions as Canada. As William

Diebold has pointed out, the result "involves the Canadian

and the American governments in something more than 'for-

eign economic policy.' The problems are at once foreign

and domestic, being in fact a facet of the complex task

of operating, on one land mass, two highly interdependent

economies through a combination of private activity and

the working of two separate sovereignties . . (with)

common and divergent interests."

In this relationship, interdepcndence has multiplied

the number of problems, the incidences of friction. But

it is such as to inhibit either Government at least from

action to the serious d-etrim.kt of the-other,-for--ex,--imple,

special treatment for Canada as concerned the US interest

equalization tax, the US-Canadian agreement pertaining (at

least at times) to the level of Canada's international re-

servcs, and apparent resolution of the "ichelin tire case
less heatedly and dramatically than many supposed possible.

Special efforts to contain friction and avoid confron-
tation have resulted in what one Canadian historian has

called "an elaborate and complcx machinery of commissions,

committees, boards and other joint bodies . . . (and a)

regularly constituted procedure or upparatus for the con-
duct of almost every conceivable kird of Canadian-American

business . . . The level of coopeiration is so efficient

-and so constant that the gencral public is scarcely aware

of its existence.'
But this last goes too far. There are, indeed, untold

bilateral committees and expert rtoups, public and private,
that meet in attempts to resolve the nwuy problems that

arise. Their lnck of success leaves much to be desired.

Can we learn anything or discover any portends for

the future by this very brief examination of progress, if

any, toward an irhibitivo typo of interdependence, that is,
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within the EC and in the US-Caiad an relationship?

This paper takes the view that economic and conse-

quent political friction among countries can best be con-

tained when there are firmly agreed and mutually respect-

ed rles and scheduled and effective procedures for close :

and frequent consultations on many levels, including the

ministerial level, and that such rules and consultations

are most likely, if at all, among countries that arc high-

ly (inhibitively, if you like) interdependent. The politi-

cal will to yield to the fostering of mutual confidence and

a concept of mutual prosperity must be there.

L Thus, if interdependence is to continue to intensify

andwe wish, among other things, to avoid increasing fric-

ti-on,_we -must accept- almost as commonplace the sentiments

expressed by President Eisenhower at the conclusion of a

summit meeting with Prime Mir_ Lt _eracmillan (over- awards .
of public contracts) as far back as 1959. Here the Presi-

dent stated their belief in "the principle of interdepen-

dence. We believe that you cannot keep a coalition of free

countries . . . unless we adopt cooperative measures that
do promote the interest of all . . . the greatest need is

to look at the long-term benefits of the whole group, be-

cause with that group, our o.n fortunes are tied up."

A
S-i

"4i> A
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V. International Consultations

Introduction

Earlier in this paper we looked into some of theF ways that growing interdependence has encroached -- and

is likely further to encroach -- on a wide variety of

domestic policy issues here called micro-policies. In

the chapter that followed we explored how macro-economic

conditions can be significantly affected through inter-
dependence and how the choice of domestic macro-economic

instruments may be narrowed and their impact thus delayed.
The preceding chapter attempted to show the link between

international security, political and economic relation-

ships, how economic interdependence helps to underpin the
other relationships and how it can, on the other hand, lead

S ---to -friction-and declining-mutual confidence -and so -under-

* mine efforts to strengthen our international political
and security relationships.

* In this chapter we shall exsmine in summary fashion

what is being done about these effects through internation-

al consultations and what more might have to be done on
the assumption of a continued increase in interdependence.

When the postwar network of international organiza-

tions was first designed, essentially in the 1940s, the

major building block was a set of prior commitments con-

stituting articles of agreement. That is, trade was to be
non-discriminatory, currency devaluations had to meet estab-

lished criteria - that sort of thing.
This was never seen as all that would be required.

Exceptions would have to be made and were, indeed, pro-

vided for in the articles of agreement, most widely spread

in matters concerning trade. Existing barriers to trade
and to the free convertibility of currencies were seen as
targets to be progressively reduced or removed. In this and

'- other ways, international consultations based essentially
on articles of agreement were made a part of the system.

Even so, as the complexities of interdependence grew,

the need for a different type of international consultations



became evident. It is a type of consultations which

might for convenience be called issues-oriented. It
flourished, first, in the OEEC, then in its successor, the

OECD, and has assumed an increasing role within the IMF.

These two types of consultations, not always readi-

ly distinguishable, supplement rather than replace each

other. To meet current and foreseeable problems of inter-

dependence, each approach would need to become consider-

ably more effective. It will be difficult and not with-

out some cost in terms of domestic policy options to

.A effect improvements of this sort.

But we must not exaggerate. It is not the perfect

system that is needed; just a system that works with de-

cidedly more visible equity and effectiveness on a wider

range of issues than before. In a sense, it is a trade-

off that is involved. The more effectively equitable the

system, the greater the cost in terms of freedom to choose

domestic policy, but also the more we reduce friction and

distrust, especially among countries with whom we have

closest economic links. To the extent that we prefer to

let the friction and distrust and their consequences fall

where they may, we can limp along with a system of inter-

national consultations that is mediocre in effectiveness.

But the_ are limits as to how mediocre the system could

be if it is to accommodate rising interdependence, and

the more mediocre the system, the more vulnerable it will

be to successive strains.

What would substantially improved effectiveness in-

volve? That is, what kinds of payment in terms on com-

plete freedom of domestic action would have to be made to

accommodate further increases in interdependence with -ro-

gressively less -- but never zero -- friction and distrust?

The discussion that follows will put foimard some of the
more reasonable conjectures as indicative and representa-

tive.



Trade

The GATT has been a prime tai-get of criticism among
major intornaltional economic institutions, but it has

also been L7enerally recoGnized that the faults in oper-

ation of the GL.TT lie not so much in teGencral Agree-

menu - even thouGh it has here and there been overtaken

by events -- as iT, the maniner in which the contracting
parties have failed to respect the Agreement.

It would be hard to irn~rove on the followinC, "What
is required is not so miuch the application of poa ltices

or even radical surgery to GATT itself, but the under-

taking~ of concerted Lction by those membe-r countries
Capable if doini- so to apply its rules in improed foi

with greater vigor', to adopt additionail rulcs suited to

modern needs, and to supply more effective means of inter.-

national enforcemenat."! Indeed, the analysis and coa-
* ~clusions of the proposed reform of t~; ntmatol

trade S.ys-tem put foz;r bj,' the ~pC4'I I Ad;c 2

to the Trade Co-mittee of thc A t] antic Council~ are

generally endorscd by this pnper.
Tn brief, to acco:=od_-te increased intcrdepc-ndence

we need v tiG:itar, stricter, more modern syotem of inter-
national trade s.urveillance, rather than an ovprhauiled
GATT. What would be involved?

Exceptional. trentment under aigreed rules would neced

to be held to an ebsolute minimum9; sucli exceptions con-

stitute seeds of futurve discord. There could be no place

for endruns such as voluntary export controls to avoid
import restrictions. And the i:mport restrictions them-
selves, notably wheni applied for protectivc reasons,
would be abolished. ZU 8 4dies 'inked directly to ex-
ports would be Cutl od laiJ_ to Troferc-mtial trnde
treatment in icjs developzd countries- would be Given up.
Genuine casec of barriers that arise in ri ricultural trade

would be neoctinted on th'e basis of domestic proL-roms that

collcotivcly esrda fzir shnri- of terburdemil !nd -

a further promocion of tradie. T2he export of the dcomestic
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cost of such programs would in principle be outlawed.

Escape clauie actions under Article XIX of the

GATT are in special need of tightening. Probably

they should require procedures to lossen their frequen-

cy and to ensure that they are temporary. There would,

in all likelihood, be need for international surveillance

and discipline involving do:nestic adjustment assistance

to ensure that the restrictions involved were progressive-

ly removed.

Finally, as co.icorns trade, there would presumably
be a need for afreement on how to cope with food, raw
material and othur shorta,,ges and export obarGoes. This

could include prior notification, international consulta-

-tions and commitments to fz,,ir sharing nmon im ,ortirF.

and exporting, countries.
- -- What this all _ oq[oast~o- stricter -ccmpliance wi .th

agreed and modernized rules with a menningful syste, of
international survoillance.

Nontnviff TrAdc .)rrierni

This vast area has been the subject of intense and

'varied research, international].%, nationally and private-
ly. The inrduItri' l i,,cvrd is Cropinr: h-.ero with er.o,,.j

enert7y to make it likely that sene discipline here0 n'n.
there will glrdually emcrGo.

One effort eimrrinr:cd for the ourronttr .c u,'[tia-
tions has been to attempt to compile and au;rce on inter-
national rules on product stand.irds. Thcs rules would
focus particularly on nntionul standards that are manda-
tory and on an internationally aof'o a yateb 01 certifi-
cation. They cutread . ; in chinjns in U[S pr-ac tices,

chances that flushd out p-rotection wc .' it wna; here
disguiised, but chx.,uis al o in what j- n.utunlly

upon to meet snafty requircmcnts. Ln domestic dobate,

the two would ficcqtiently be confused.

Genora? ly, the problem; i. negotiating, libcrnfj::.,iion

in this broad area are tL,it the iR:;c, c nr," not only
ingraine v ,t., hod,\ und vn'occdurc.z vry 'rotly fro:n country
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to country, quite unlike tariffs or most quotas. An

overriding problem is that of reciprocit': who gives

what for what, how can one be sure of rough equality

in the giving and the taking and how can one be sure

that what has been siven in negotiations will actually

materialize as planned?

P2ractices in government procurement constituto a

good example of these complexities. In thu US the di!>-

crimination againzt forcign biddera is clear. It is inI legislation and, unless and until overridden, in the

powers Givea to the individual states. Ini moot othcr
countries it lies by long practico in the manner of soli-

citing -- or not solicitinin -- bids, that is, questions

arise as to advance public notico, if any, ho .nuch no-
ti¢c, as well as treatment of bid!; reccviv ,. yet, an---

. .ncresin vo ume f bua;ino;s .is involved.

No one approach is likeo]y t; provide the mae;ic vu-

sponse to liberaliZation of 1iTIs. It may be thit n pro-
misini: route is rcprescrted by thc OC-'1 L'c'c~cit on
"i'roccdurc for ootifi.cntio.o. oo:Q sutatica on ,eA,saures

for Control of O]ubstances Af-ctin5 Man or his E]nviron-

ment," sc tabl ishcd in r*> i?'. This calls for , evurn-
monta Lo report measures 'lic'v to affect: ilversely

and to i substatil . . tc cc'ono:2ic intcrest of

other oui' Count.'i:s or international tn.Jo. : -

;to~,i~lia:; "jiebold has pointed out, "If uzod 0o

actively than some other co ,plai.ns thio one

could in timc provldu the~ rudimenIto of a Code of belluvior
(if not precise rilca) that was accepted in pr:ictico [if.

not in law) and that bet;a:i to cot:fl]{h co:i stand.lrdc:

(at lea. t amor%; -c~bet ca..tri C,).-
In other woxlis, it cere 1 iv t ,'at ,,st issues oi-

amen6 a group of like-minded countries who are prepared

to start by a fair syst,-N of notil'ication aind end by at;ree-

moert on what can and what; c.nnot b' done. This )oVs "pec-
~~~ficaily appi' i¢cbi' Iot a~u' no b:'oand an. i p~t.en ti ally

• .. _-2 -9 " ''--5
.. ..i ...
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contentious as regional or industrial policies. Issues

concerned with customs valuation methods and procedures,
* on the other hand, like import quotas, seem closer to

tariffs in intent and effect, though they may be more

inhibitive to trade. They are more likely to lend them-

selves to traditional negotiations. They, surely, con-

stitute an area where changes in national procedures are

. a prerequisite to reduced international friction and dis-

trust.

With all of the analysis alreaay available in how

to proceed in this area, it remains in this paper merely

to point out that NTBs are costly in economic terms;

* they often cause friction and increase distrust among

countries with much common interest at stake; as inter-

dependence grows, es -consequences -

tensify, and in the process of reducing them the US,

like others involved, will have to yield on some of its

practices on a well-known list of action.

Exchange Rates

" .At least among technicians, this is an area that has

been as thoroughly explored as NTBs. At the moment, world

economic conditions are sufficiently turbulent that float-

ing rates are accepted and the points at which national

authorities intervene in the exchanges -- and to what ex-

tent - are left to discrete discussions among central

bankers and, from time to time, finance ministers. Diff-

erences of view as to the appropriateness of a rate only

occasionally make the headlines, but they are then some-

times harsh.

There are only a few things that need to be said

about exchange rates in this paper. They are a matter of

great importance, directly affecting the relative inter-

national competitiveness of an economy. They can affect

a country's domestic economy significantly. Sooner or

later there will need to be international agreement ,

tacit or explicit - on what type of exchange rate system

" I_-21111
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should be expected when world economic and financial _-1.

order, or something like it, is restored.

There are individual points in this debate that are

important and that will only be resolved with effort

and time. It would require a separate paper to deal

with them fairly.

What seems clear on the exchange rate system of the

future -- and which is chiefly relevant to this paper --

is this: whether the new system in principle requires

fixed but promptly adjustable rates with wider bands or

whether in practice it is characterized more by a system

of floating rather than fixed rates, there will be strong-

er international surveillance over the actual rates that

prevail or much bitterness will characterize a system in

which individual countries act unilaterally but often

------countorproductively.
The comments in the introduction to this chapter

about a tradeoff involved in less freedom of choice

domestically and reduced friction and distrust inter-

nationally are applicable here.

Macro-economic Policies and Conditions

Conceptionally, the broad lines are drawn with

reasonable clarity as to what at least major countries

are likely to be called on to do concerning micro-issues

and exchange rates if they are to reduce friction and

maintain confidence in each other in face of growing in-

terdependence. Thei-e are different ways of going about

it and varying degrees of accommodation are possible,

indeed, likely. Domestic freedom to act would be curtail-

ed as agreements were reached and effectively enforced.

We cannot know how extensive or effective sL'ch action will

be. Different people will have different ideas as to bow

far one should try to go. But the concept of what to

attempt and ways in which it might be attempted is therG.
This is not so clear as concerns issues in the macro-

economic area. As the macro-econo.-ic chapter attempted

4..



to make clear, we do not yet know as much as we need to

know about how to achieve our domestic aims in this area

even if we lived in a one-country world. The science

of forecasting the domestic economy is far from per-

fectl we remain unenlightened as a nation on macro-

economic issues, on what is needed (and when) in order

to achieve what we nationally aspire to; and our domes-

tic institutional arrangements are too often inflexible.

These problems are multiplied many times when we

consider the need to improve management of the inter-

national economy in a way that is satisfactory or deem-
ed reasonable to all countries. Differences of great

weight can arise, therefore, because a major country

has misjudged its situation and thus pursued the wrong

policies, because it tries to pursue the proper correc-

...te policies but is_cau~ht up in its own institutional
rigidities or because it successfully pursues policies

not judged in the mutual benefit.

And since we are here dealing with impacts on em-

ployment, income and prices, for example, on a national

basis caused or apparently caused, or susceptible to be-

ing so labled, by action of another country, we are deal-

ing with matters of great potential divisiveness.

Since they are relevant and not popularly known,

it might be useful to summarize how these problems are

now dealt with through the OECD mechanism.

The major OECD effort to coordinate international

conditions for the mutual benfit is made through the

process leading to and including meetings of OECD's Eco-

nomic Policy Committee (EPC), which normally meets twice

annually but is often called for special meetings as

occasions demand. Whether improvement in future is -'

sought by making these particular procedures more effec-

tive or by concentrating on other procedures, possibly

in other instituti3ns, the problems will be the same.

Months before each meeting of EPC, the international

secretariat of OECD begins its short-term forecast of

---------------------------------------- ------ 1
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economic conditions, world-wide, for the OECD area in

general, and for each major member country in particu-

lar. "Short-term" is the coming twelve to eighteen

months. These independent forecasts are circulated to

national authorities of member countries, and forecast-

ing experts from national member capitals meet to discuss

them. It is here, for example, that the forecaster that

has assumed that foreign demand for the exports of his

country will be strong is sometimes faced with an array

of experts -- with or without secretariat concurrance --

that are convinced that demand in their countries, in-

cluding demand for all imports, will, on the contrary,

be weak. It is here that it may be learned that one mem-

ber country is assuming -- and following policies to mako

-.-.....t-aso---- -that -a- corrective- -recession will be -under -way

nationally. It is here that a collective view of the

outlook for the world economy is formed.

With the benefit of these exchanges, the internation-

al secretariat then circulates tc member countries a docu-

ment setting forth its independent view of the interna-

tional outlook and the major issues it raises in terms

of policies to be followed by individual countries, not-

ably the major member countries. These issues form the

agenda for EPC discussion, generally a two day discussion

attended by policy-making officials from national capitals.

The US delegation, usually the strongest, has typically

been headed by the Chairman of the President's Council of

Ecnonmic Advisers and has included an Under Secretary of
the Treasury and a Governor of the Federal Reserve Board.

It is through discussions at meetings of this sort 1

and, of course, in the corridors and over business lunch-

eons and dianern that a common appreciation of what is

likely to come and what will be done about it is reached. 7

A conviction of specifically what should be done by all

* parties and a mutually consistent determination to do just

that is rare. The more common result is that each member

country will in the exercise of its policy options take
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into account what others will be doing, toward what ends

and why. These are not small accomplishments; they are

not insignificant rewards.
There are, in addition, supplemental arenas. In

the EPC's Working Party Three international financial

aspects of the same and other issues are debated; in

its Working Party Two inflationary and growth aspects

are given special attention; and each country is given

a full day's attention at the annual economic reviews,

such as those of Germany mentioned in the chapter on
macro-economic implications. All of these efforts are

made against the broad analysis of the world and OECD-

wide economic outlook as presented to the EPC, suitably

Drought up-to-date for the occasion.

-Ultimate-success in influencing German policy and

its timing during 1965-68, as described in the chapter

on macro-economic implications, might be taken as a

favorable measure of how this system has worked.

In that case, the German economy did go through a

costly recession. And the timing of OECD forecasting

was off, so that its recommendations came late, though

not as late as the published review would indicate since

considerable time, no doubt, was used between arrival at

the recommendations and German agreement with thein and

hence their publication. There is also represented here

the problem of differences in priorities which countries

attach, for example, between price stability, high em-

ployment and what they consider to be a healthy balance

of payments.

* It is safe to speculate that at the time the OECD

recommendations were published and subsequently acted

upon, a number of German officials saw this action as

part of the cost of growing interdependence or increased

international cooperation.

On the plus side of this experience with Germany, it

should be noted that the German recession was surely less

severe or prolonged than it otherwise would have been and

&i
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German officials took special measures, as urged through

OECD, to limit the extent to which the cost of Germany's

strong disinflationary program was exported to its major

trading partners. While Germany's balance of payments

on trade and current accounts became much stronger, with

corresponding weakening elsewhere, its capital account

was, as noted earlier, such that others did not have to

retrench drastically their domestic economies to meet the

German domestic situation. In brief, a compromise was

struck.
As noted in the earlier section, there are many other

examples of this kind of thing, of a degree of harmoni-

zation of economic situations to the common good, that

could be given. Indeed, and again as noted earlier,

interntational action through the OECD and elsewhere

affected the timing of the US tax measures of 1968 .

But this progress is decidedly insufficient even for

the present extent of interdependence. What more would

* ineed to be done in this area to accommodate growing inter-

dependence?

There would have to be substantial improvement in

the coordination of policies, their thrust, their mix

* and their timing. The experience since 1970 is a reflec-

tion of this need. As recounted in the earlier chapter

on this subject, this was a period just following an ex-

ceptional adjustment of currencies, when all major coun-

tries experienced boom conditions simultaneously, world

shortages developed, exogenous factors (oil and food)

were extreme, all major countries adopted disinflationary

policies with the result of a broad and, in some cases,

including the US, deep recession that was accompanied by

price rises of exceptional maenitude.
There are two general factors in this area of what

more might be needed. First, the closer coordination

of policies and conditions need not be on anything like

a global scale. In fact, only a handful of major coun-

tries is directly involved, essentially the US, Germany,



France, Japan, the UK and possibly Italy and Canada.

Fortunately or unfortunately, the world is little affect-

ed by the monetary policy of, say, Guatemala.

The second general factor, however, is that the in-
ternational economy is growing more complex and even

more difficult to make responsive to government action

alone. Lawrence Krause, among others, has pcinted out

F the importance and significance in this respect of the

widening of horiZons of private business. He points out
that, in their pursuit of domestic stabilization objec-.
tives, governments are especially bothered by internation-

al abort-term capital movements, to which they are forced
6/to react in an ex post facto manner.-

Somehow, despite these increasing complexities,

governments -of major-countries must learn to guide their

economies toward smoother grcwth, to limit the excesses

of overheating and deep or prolonged rec,,ssion so that

the corrective measures need not be so strong as to court

overshooting. This is an objective of each of these

governments whether interdependence existed or not. But

with rising interdependence, it becomes a prerequisite

and, at the same tire, a more difficult task.

There is little doubt but that economic forecast-

ing will have to improve. Again, this would be a do-

mestic requisite with or without interdependence. But,

again, the very real difficulties are intensified when

they are internationalized. As interdependence intensi-

fied, the outlook for the rest of the world would have to

be taken more seriously into account and pooled efforts

to foresee worldwide shortages, for example, would need

to be increasingly effective. This would require inter-

national discussion among many countries and separate dis-

cussions among fewer and fewer countries that impact most

heavily and are best informed on the world economy.

Especially among the major countries, rising inter-

dependence would make it necessary, first, to clarify

iA
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individual goals and priorities and, then, to recon-

cile and, as necessary, modify them to serve compatibil-

ity. All of this would require the participation of

technicians and of policy makers and the attention even

of heads of governments.

The need would be greater among major countries .o

clarify and attempt to agree on the relative roles of

fiscal and monetary policies in the international con-

text, including the timing and conditions of their appli-

cation. Toe use of other policies, such as those treat-

ing with domestic incomes, prices and supply, might be

clarified and endorsed -- quite possibly urged -- inter-

V nationally in what would be termed appropriate circum-

stances. All of this, of course, would have the aim of

attempting to narrow the accepted limits among these

[.'. countries as to how-far an individual economy could

supportably be allowed to get out of line (and by which

policies) to an extent that thcatened to spill over in-

to the international economy.

As for the US, there can be little doubt but that

fiscal policy must become a moro flexible instrument, a

laudable objective in any e-'ent, but one that would re-

ceive a special discipline under increasing interdepen-

dence. A more enlightened public is a prerequisite to

this. As the author of this paper has noted elsewhere,

there is no discernible reason why an adequate enlighten-

ment of the public should be improbable if economists

would make a determined effort in this direction. .2/
An interim step toward fiscal flexibility would be

for the US Congress to cede authority to the £resident

to alter tax rates by up to ten percent as a demand man-

agement tool, with the right retained by Congress eventu-

ally to work out more permanent or less impermanent re-

sponses. This is a recommendation that is well known,

similar to a procedure adopted in the UK. Its timing at

the moment runs countor to trends, but it is so near to

being essential that an arrangement along its lines -- or

O ,
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with similar effect - will come sooner or later.

As we moved further and further into interdependence

toward an integrated economy, occasions might arise when,

under pressure from others, the US (and others) would

find it necessary to shift the direction of its macro-
economic policies earlier than its own priorities would

normally dictate, to move a bit before price or employ-

-' - ment objectives, say, had quite been guaranteed or seen
to be at hand. This would, in effect, constitute a

narrowing of acceptable limits to whicl governments

were otherwise prepared to see an economy go in striving

for particular objectives. The portend of this kind of

thing, as noted earlier, was the case of Germany in 1965-

68.
From all of this, the major countr-i-es _might.-gradu----- .

-- ally devel6p a code or codes concerning, for example, the

role of fiscal, monetary and other macro-economic policies,

individual priorities to be served by such policies, etc.

Preliminary work in some of these areas has been done

among the working parties of the OECD's Economic Policy

Committee. More ambitiously, there has been some pro-

gress along these lines, very gradual and begrudging,

within the EC. But the kind of code or codes required

by the more loosely integrated economies here discussed

would not have to be as formal or exacting as those of

the EC.

Taken es a whole, these demanz for reconcilable and

internationally tolerable macro-economic and social objec- 7

tives constitute a tall order. Considerable effort could

usefully be invested in finding means to assuring that

they did not impose an unjustified burden. Supporting

any such efforts would be the fortunate circumstance that

the major countries given special attention in this paper

generally share the same such objectives, with deviations

very much a matter of degree, at the margin. And one should

not overlook the role that could be played by a flekible

MEMO=
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approach to exchange rates, whether under a regime of

floating or adjustable rates, a flexibility not present

in Germany, for example, during the 1960 experiences

noted in this paper.
Finally, there is need to say a word about rhetoric.

If nations are to continue to become increasingly inter-

dependent without criplingbfiction and distrust, nation-

al leaders and ministers are going to have to give up

the habit of publicly alledging that otilr countries --

notably major economic allies - take advantage, act more

shortsightedly and, in a word, continually make problems

directly and try to export the costs of their own problems.

It would not be peaceful coexistance we would be seeking,

but common prosperity.

. .o doubt there are mischievous and even sinister

governments around at any given time. They need to be

put right and firmly so, but at least first efforts should

be without public rhetoric. In the course of such more

private efforts it will be found that misunderstanding,

too, often prevails. An international system that ensured

reasonable and visible equity through consultations would

have a healthy role to play here.

It would be reassu:ing to think that a lowering of the

rhetoric would be an objective irrespective of trends in

interdependence. But if interdependence is tc continue

to intensify and if we are to have helpful relations with

other countries, domestic public enlightenment is going to

be strained. It should not have to bear the extra burden

of being told that the other fellow is a thief.
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VI. Assessment

Introduction

Tt was stated at the outset that the purpose of

this paper is to help individual readers form clearer

views as to whether growing interdependence is in the

national interest, with emphasis on the policy making

implications that have now been explored. The paper

assumes that, given equity, goodwill and reasonable in-

ternational management, foreign trade, foreign invest-

ment, international banking, etc. are good. The ques-

tions raised are the costs of more and more of them

in relation to national economic activity. In the

process, it is hoped that the paper has contributed a

clearer understanding of the consequences of interde-

pendence from the policy point of view.

In a way, interdependence is as Mark Twain said of

the weather, that everybody talks abouL it but nobody

does anything about it. But this is not entirely so,

in either case. Deliberate international initiatives,

for example, The opening of the current round of trade

negotiations, are taken from time to time that can great-

ly affect interdepenidence. But do we take these initia-

tives with the fullness of this result in mind?

A certain degree - a rather considerable degree --

of interdependence is going to be with us irrespective

of official policies and initiatives. But there are al-

ternative responses that can affect how much interdepen-

dence will prevail. It may be useful to examine some of

them.

For starters, let us set aside as not practical two

oxtremes: a rapid move to full economic integration or

a deliberate return to the restraints and economic war-

fare of the 1930s. The former is easier to dismiss than

the latter. During the early weeks of the 1973 oil embar-

go not many astute bookmakers would have given better

than 50-50 odds that the existing degree of international
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order would withstand the pressures. The industrial

world was as close to breaking ranks and engaging in

cut-throat action as at any time since World War 11.

It i13 possible to believe that, in avoiding this, good

statesmanship wazi aided by the favorable results that

workinS together in the past had shown. There are no

guarantees but that greater strains may appear and that

the present ;ysttum will suffer a -E, ure setback, but not

to the world of the l9),;Qs, not if we continue to make

determined efforts to ivojid it. Too much i ; at stake.

Too much has becn accomplished.

The r ad oliayAltrityes

What, thern, are the most logi~cal alternative broad
policy approa~hes to interdependence within the bounds

of what we might seok?

First, our policies could be such that we continued

to drift into incrensinE; intordependenc3, largely through

private initiwztivea . Wo could here and there act to in-

crease int-erdepcrndence, for exas,;plef through modest trade

negotiations, while chauipioning non-discr Iiaitory treat-

ment as botween lporeigni and niational direct investments,
opposing attempts to control short-term capital movements

and takintg a relaxed view of' the absonce of a coherent

supervision of multinational corporations. W.e could pur-

sue monetary refo--i rout.i.nely, wThile G.neral.y support-

ing progressive but slow anid moderate improvements in the

international ins3titutionnI framework with no special

initiatives or progr:n for changing it significantly.

A second possibility would constitute a measured

and deliberate cutbact: i.n the dcgroe of interdependence

pirevailing. This would beat be accomplished by care-

fully Cxocuted intcrnation, i diploacy to excplain the ob-

jective and rationale. Possibilities include attempts

to get some control o-.or imovunts of' short-torm capital

(for a minimum example, reinstatement of the US inttrest
equalization tax), intornaitionally-ooreed supervicion over
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multinational corporations and a halt to further efforts

to negotiate reduced barriers to trade with a less dedi-

cated approach to unimpeded foreign investment; we could

champion maximum freedom for exchange rates to seek their

own levels, with any initiatives toward improvements in

the international institutional framework tailored to

the policy objective.

A variation on this second possibility would be to

work toward maximum freedom in international transactions

but to provide for orderly deviations by individual coun-

tries in the form of restrictions when the need for bal-

.1 ance of payments adjustment made it imperative. This would

be what Richard Cooper (see below) calls a system of con-

trolled reatraints on international transactions. The

- key word here is "orderly."

-L_ A third 'hron! possibility would be to press on, with

deliberate support for and accommodation to the underly-

ing trend toward increased interdependence. Here we would
work toward free trade witt the minimum of NTBs, while
actively supporting stronger international institutions

with powers of surveillance and, graduall3 arbitration.

It has been a central point of this paper that interdepen-

A! donee is growing, not just in depth, but in breadth, touch-

ing many facets of our international economic and, through

them, other relations. Such an effort of institutional

support would, therefore, have to be pretty iiuch across

the board, that is, marked improvement in institutions

dealing with trade, finance and domestic macro-economici

policies and situations.

Of course, there are any number of combinations among
these broad choices, but one must exercise care in being
consistent to the extent that the effectiveness of inter-

national iastitutioni must keep up -- roughly -- with

policy choices.

One combination that commends itself is the treat-

ment of trade proposed by the Special Advisory Panel to

the Trade Committee of the Atlantic Council. Here barriers

______
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to trade would be reduccd as much as possible; the bene-
fits would be extended more or loss globally; but there

would be an institutionil change in which those countries

prepared to do so -- prtsumably, at least at the outset,

the advanced countries chat have formed the special focus

of this paper -- would accept the extent of institutional

discipline necessary to give reasonable assurance of an

improved and fairer systei, referred to in the preceding

chapter.

Encroachment on Domestic Policies

Perhaps the strongest and surely the most coherent

case for caution, at the least in the need to construct

prerequisites to facilitation of more interdependence,

is put forard by Richard N. Cooper, first in his article

in the Yale Low Journal (1967) and, then, in his book,

The Economics of Interdependence: Economic Polic: in the
Atlantic Community (McGraw Hill, 1')cG).

There is no question but that the state of interde-

pendence has outpaced our national wills to cope with it

constructiveiy and that, consequently, international fric-

tion and distrust have their moments. There is no ques-

tion, either, but that our choice of action to meet domes-

tic objectives hqs suffered, notably our uninhibited use

of domestic monetary policy.

The t;:eatest challenge to successful execution of a

deliberate cutback of the prevailing degree of interdepen-

dence is how and in what circumstances it could be done.

It could happen through growing divisiveness, through neg-

ative actions such as those that gravely threatened the

present system in the early days of the energy situation.

This, surely, would be the worst of possible worlds.

But to cutback constructively -- or, as a variation, to

have controlled restraints to ride out pay'monts difficul-

ties -- would require the type -- but not necessarily the

degree -- of international institutional success and inrer-

governmental empathy requisite to accommodation of further

...



-92-

interdependence. Any sensible and constructive resolu-

tion of the problem, in fact, is going to require just

this. But one road may be Ions difficult or more in

the US interests than another.

So let us have a closer look at the impact of inter-

dependence on policies to achieve domestic objectives.

In the broad field that has hero been called mico-

policies the question often comes down to whether our

domestic objectives are, indeed, being served by the

policies that would be under increasing discipline if

interdeuendence continued to grow. To sote extent, one's

* ! view here will be inifluenced by one's view of market

force& as the most roliablo arbitor of economic costs

over time. How long, to what extent and at what cost

can they be ignored'

Even without unquestioned coimmitment to market

forces one can find it hard to share great concern ovr
loss of subsidized exports or Io~al commitment to coun-
tervail in the aboencc of clenr injury, for example, nsI tools by which to achievo domestic objoctive.

The case can be made that, if there had been strong
international discipline at the ti~mo US agricultural poli-

cies were formed, better and more effoctivo domestic oli-

ties would have been adopted in terms of the essentially

long-term objectives sought. Tho real need was to reduce

surplus labor on the farss, rlaise ua riculturu'ls productiv-

ity and thus increase real farm income. We chose, in peirt,

the route of subsidies and import quotas; the world has

generally followed the seine path. This route might have

been followed by others irre:.pective of US policiesi

(though not necessarily with the ssmie coIsOIueles for

GATT), but it is very doubtftul that this was a sound vehi-

cle for the US or others. A detailed examination of this

issue may be found in Gial Johnsonts World A-riculturq in
Disarray (Macmillan l9?3), for example, beginninr, on

page 20.1
In many, if not most, cases of the type hero discussed

~ I



the domestic policy OptiOln U11601 P rIOSr fromn intei'-
dopendenoe is protection af~aii.t foroi~n comu-ltitiun.

Governmont procurenit ro~ulutions an~d coeitain safeQty

standards (see Chapter 11) diro such examples. It is

true that the elimination -- notdbly t1ho abxvpt; eliminn-
tion -- of such uneconomico practioes would causto hard~-
ships withini smasll scetmnts of the privato teoonomiy. Bu t

would it not mak iuoa for the US, irrospective of ani
intaziationial disciplinte, to abbidon aiucli policioi as in-
appropriato to the br'oader national objorctives of rais-
ing~ i'al incotuo, roducing vurnnient oxpeudituro', vtc.?

In br'.of, while tho intcrplay betwoon domestic umicvx-
policies and our izittrnational Ltve~ta is givw~in-- thiji

is not likoly iii the broaideo andx loiitwx' view of~ what is
in our intorests to be the area where tho shoe pinchies.

The shoo pinehoei vory ituo.h and iv liktuly to .o s~o
V -iuerauillgly in the area of mac1'o-oconow1ic poliuioes a

coladitiono.
There iu no doubt but thait tile ofective, unQ of do,-

tic monetary policy (and of' forcoasting-7) has boon~imii
odntly conipl icatcd by iincrasod ii~xpnec.~e
handicaps will itnfya nttidtnico incronos.

One' s View of profcr \vtl brond npqroachos towzi1rl .i1tor-

depondoncti is likoly to bo govornesbdaital b";

this challungo.
But thero is no need to v~ grt thte imipact of

inltoerondcnce Oil the use, for examplo, of uoetai'y poli-
cy ni an instrument of domestic demjand i ,naigemnt, iwuportnt
as it is. Tho sing~le moat telling eperitnice that lits bvoil
used to illustrate intordopendence'.9 wenkvnin,* of monetary
policy as a doinestic in runent is thttt of Ciermalny InI

1 9(-A). Thia is sio in pnvt beonuoo no Ieso tin authority

than The Gonin Bundsbotk observed ill itS WIMnual V1) tp
for 1960- (pIp. 411 4?) tint "InI the cirieklultzmcoxl tile
Bundeubank found ocC5ziion.. to rovise its credit poli-
cy, and go more by tho needs of the balanco-of-paymitnts

position, oven though tho domestic busiixsti cyclo rtminc
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in a phase of boom . . . experiences of tho last year

have shown clearly that one cannot keep internal activity

within bounds through restrictive credit policy so long

as the balance of payments . . . sbows laie surpluses."

The "circumotanotis" of Gormany in 1960 were most

unusual. The boom to be cooled arose rapidly and sharply,

and count., -moasures of monetary policy were of equal

rapidity and severity. Partly in ex-lanation of this,

loading to a stubborn boom in exports and mussive capital

inflows despite Goru:1n 'oLotury policy, was the general
conviction that the first postwar revaluation of the

deutschenark was inevitable, as indeed it was, occurring -

in March 1961. The lessons, thus, are not uniquely that

in the circumstances monetary policy could no longer be

used domeotically; the lessons were altlo in favor of a

more flexible approach to exchange rato policy and avoid-

ance of rapid starts and stops in execution of policy --

preferably a balaiced application that included fiscal

action. It was~ zginst repetition of precisely this latter

that OECD made the recommendations suinarizod on page 53
above.

It is too hard to resist a note in passing that the
Germans are hardly unique in havini7 multiplied their

problums by attemptiun to refuse an action (revaluation)

that in time predictably raised living standards and acted
disinflationarily, aid all under the rhetoric that "It is

not the healthy man who should go to the hospital;" the

US resisted a healthy tax cut at rou-;hly the saine time

on grounds of "fiscal integrity." There are lessons,

then, also on the critical need for public enlighten-

meat on econo:Ao issuej and n skeptical appronch to rhetor-

ic and cliches.

Con c lu , i cn ,;

Nor is there nced to exaggerate the international

system required to accommodate rising intordependonce

generally. Enough change would be reluired without that.

_ _ _ i iIi i



Thero is often an overwheliuint temptation on the
part of those who think seriously onl thest, quuiotionu
to design on paper the purfv2ct svyttcm aiid then to stross
the impera~tive of ochieving it. This imsa8motimos necoin-

panied by an isolated fockia on tho intornatioiial frame~-
w-ark (for example, one might us~ eiAIy concludo in a
treatice on domczstic policy as on intordcminde-e that
greaer r~l5.ancci on kUo" fiocul and loos on monotary

* policy is nocensaryv althouhoth th o nt ol' imp~rove-

ment needod and pcrhapo tho consouLncuii of ftiiluvc wouild
be greater in tho caae of the lattver).

It is inost uiilikcely thint in any event we O'hall eor
See a flaWl'O~S jntOrn.tjOljuik ~yt'.It j,-1 o .,nlly I" -

likely that we shall tvar witnozi f~l, ~ ''tino
domestic policios. 1rast intonitioii~i diui-uptioiis havo
r'eflected both thes~e ichcrtfaulls

Yurther, it is ?it luist worth puttizit£ fiiA niov

propoition that !3otno ,iQ 2~ o tamolly the 111%ti ut1
in trado and fin, nco is iinovitnblo niid ctin tWvtnn bo tho
iopur to I~n~ in sl~trs o ln' -'A tho friction
operates undeor oificant iribitioni aui. Z30 long_ as

mutual confidence prevails. Withirn (;heo lim~its, how
the friction ia rosolvoci izl n i,,ore prae~icil cooerxn th,'An
i.ts compicte olimination fromn tho ytm

There are nny numher of' il lust-rzitiono of this in the
s~top-tho-clock" d'cisions of the 11-. Tho hisotory ci' U13

Canadian rlations contains a fow wort. 13k, too, niighlt:
we interpret resolution of the Greer' s Ferry czise thait
so prominently invlV~vcL friction botwot-ni the LW3 'ijd tho
UK (see footnote 7?, Chaptter 13 and tho quotat-ion fro m
President LiO0enhowur Onl p:'t7e 70' above).

A Cgrin illustration or tho SuIrvivalbility of anl ilapor-
fect systcri with hitgh inteliopondoncu is rejprcsentCd b)y
the events beginning with do3lnr devniuntioi in ZkU, t

1971 and ending~, at lonst~ tho worst of' it endevd, with
the Smithsoniian zq7,venwut on currency a1~eiin, Docm-
ber of that yotir. This wno a rkiptkirio r1 uni doliberte-
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of historic proportions. Much friction was created

and there was considerable damage to mutual confidence,

but the system somehow delivered.

In what circumstances, one might ask, would we have

fared better during the international inflation and boom-

bust &onomies that prevailed during 1921-75? The re-

sponse must surely lie as follows: if each major coun-

try had done a better job of forecasting events and admin-

istering its own macro-economic policies and if they had

jointly coordinated policies much more effectively. In

this way, costs would have been reduced. If each country

had taken a completely uncoordinated approach, the costs

would have been far greater.

To ask if the US might have fared better during such

an exceptional period if interdependence had becn less

intense seems, on inspection, impractical. About the only

policy alternative available was for the US to cut ranks

and take a "devil take the hindmost" approach toward its
major economic allies. One might argue that this would

have been profitable in the short run; surely, it would

have been more costly in the long run than the policies

actually followed.

Suppose that there had been less interdependence in

1963, when the US economy was operating at a serious level

of unemployed labor and capacity and when needed stimula-

tion was hampered by the reluctance of the Congress to re-

duce tax rates? Let us say that the exchange rate system

was one of floating rates, that we and others were attempt-

ing more seriously to control short-term monetary move-

ments and that foreign trade was at lower levels relative

to domestic activity.

Wo could have used monetary policy more extensively.

The dollar exchange rate would have deteriorated somewhat --

complete success in controlling shor't-term capital movements

is not for this world -- and this would have had some in-

flationary impact. Followers of Milton Friedman would say

that this would have worked out well. Those who believe

.- -•.
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that fundamental imbalance within the domettic economy

requires fiscal as well as monetary correction would

complain that we might not have achieved what they

would consider a badly noeded tax reduction in 1964.

If we are to have growing interdependence, it is

the inhibitions and mutual confidence referred to earlier

that are essential in avoiding dawaginig international

friction among the advanced countries that will continue

to form the positive foundation of our foreign policy.

These will be achieved in face of growing inte-dependonce

only by substantial improvement in international institu-

tions, involving (to use Cooper's words) a shift from

international cooperation in to international coordina-

tion of domestic policies. And, of course, the execu- j
tion of domestic policies will have to be improved in

any case -- substantially improved.

if this were to be done, a cohozive, deliberated
but forceful initiative would he rooqaired inter'nationallyv.

The time to start -- or to take the first planned stops --

would bu now. In this context the qualifications above

about the probable pernanence of ui imperfect system nre

meant to foster realistic expectations, not to detract

from the need for such an initiative.

Where one comes down -- whether one feels thut this

kind of game is worth the candle, or is practical -- to

a large extent depends on whether one believes that a
political will can be developed domestically and inter-

nationally and on how one views the alternatives.
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